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The important tax papers of the 
First Conference on Taxation held by 
the West Virginia University will 
appear in our July issue—not in this 
issue, aS Was announced in this column 
last month. Other articles next month 
will deal with the gentleman farmer 
and with the alien and his problem 
under our income tax law; another 
will discuss a special tax problem of 


security dealings. * * * * * * * 


In addition, there will appear our 
interesting departments—“Acq. and 


y . 2” «66 = Sars 99 6EURT ° 
Non-acq.,” “Tax-Wise,” “Washington Sits 


Tax Talk,’ “Tax Classics,” “Interpre- Henry L. Stewart 
tations,” “Canadian Tax Letter,” “ant ca 
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Business Manager 
George J. Zahringer 
Circulation Manager 

M. S. Hixson 


CCH 


‘Tie MAGAZINE is published to promote sound thought in economic, legal and 
accounting principles relating to all federal and state taxation. To this end it contains 
signed articles on tax subjects of current interest, reports on pending state tax legislation, 
interpretations of tax laws and other tax information, 


The editorial policy is to allow frank discussion of tax issues. On this basis contri- 
butions are invited. Care will be exercised in checking the accuracy of data printed, but 
responsibility is not assumed for the contents of the articles or for the opinions expressed 


therein. 
Subscription price: $6.00 per year—single copies, 50¢ 


TAXxES—The Tax Magazine is published monthly by Commerce Clearing House, Inc., 
214 N. Michigan Ave.. Chicago 1, Illinois. Entered as second-class matter January 13, 
1939, at the Post Office at Chicago, Illinois, under the Act of March 3, 1879. 


JUNE, 1950 VOLUME 28 NUMBER 6 











. 
; 
























Tre TAX MAGAZINE 


CCH 











Contents for 
| JUNE ..... . . 1950 


Volume 28 Number 6 

Acq. and Non-acq.—From the Reader Eee cca ee aS aie ee hee 

Es obs encade wens cu eeae ee eC ee re irkuGncnes 
I i a i gd eis NAG DOW SA 9 6 wih eager a 

Personal Exemptions ........... ecancecwscevedeseces GP ORG Attias Git 
ois 6 2 sit eon 5 a wale ele waa by Jerome B. Cohen 526 

The Net Operating Loss Deduction............... by Ludwig B. Prosnitz 534 

| Regulated Investment Companies.................... by Lester W. Rubin 541 

| Capital Gains for Cattlemen.................. SRONETET: by Walter E. Barton 546 

Family Partnerships and the Reality Test......... ..... by J. H. Landman 551 

How to Buy Out a Co-Stockholder.............. by Oliver W. Hammonds — 565 

— NE Ro Sing ois ae ns AA ete pelea hac aor by Robert S. Holzman 571 
—— RE nn eRe ree 
RL APE em See ea PR ree ee toes 579 
is dita Gees cis ase LEME RSE c SARE eS Re 581 

State Tax Calendar............. POTEET A ee a En 583 

es I os os Peek kc ewe edenees Faas ae Inside back cover 


Printed in U.S. A. Cover: Harris é Ewing Photo. 
Copyright 1950 by Commerce Clearing House, Inc. 







































































































Acq. and Non-acq. 





Blocked Currency 
SIR: 


Although Mr. Klarmann’s article, “Taxa- 
tion of Income in Blocked Currency,” TAxEs, 
May, 1950, page 477, considers “justified” 
(page 481) my criticism of the specific legis- 
lation doctrine appearing in “Effect of Block- 
ing of Currency on Gain or _ Loss” 
(Proceedings of New York University’s Sev- 
enth Annual Institute on Federal Taxation, 
1949, page 1224), he disagrees with me on 
two points: 

1. Mr. Klarmann believes that under the 
economic satisfaction doctrine, income in 
blocked currency is realized “by investing it 
within the blocking country” (page 481). I 
submit that potential, rather than actual, use 
is sufficient, i. e., if the taxpayer could invest 
or spend the blocked currency, the fact that 
he did not actually do so is not important. 


2. Mr. Klarmann would limit the eco- 
nomic satisfaction doctrine to business in- 
come, denying its application to other income 
such as interest, dividends, rents, commis- 
sions, royalties and wages (page 482). I 
suggest that the doctrine applies to exten- 
Sive investments but not to casual invest- 
ments from which the receipt of small 
amounts of blocked currency would confer 
no real economic benefit. (Proceedings of 
New York University’s Seventh Annual Insti- 
tute on Federal Taxation, pages 1231-1232.) 

In reply to the foregoing points, I submit 
the following: 


1. Potential v. Actual Investment.. Mr. 
Klarmann’s requirement of actual invest- 
ment contradicts the language of the pro- 
nouncements of the doctrine. Thus, the 
Second Circuit premises its findings of eco- 
nomic satisfaction on the ground “that the 
taxpayer could have invested, or spent the 
‘blocked’ pesos in Colombia” (italics sup- 
plied), Eder et al. v. Commissioner, 43-2 ustc 
7 9519, 138 F. (2d) 27, 28, not on the ground 
that they actually invested them. The Tax 


Court in the Freudmann case, CCH Dec. 
16,379, 10 TC 775, 779, relies upon the tax- 
payer’s failure to show that “they did not at 
all times have free use of the income in ques- 
tion in the conduct of their partnership 
business in Canada,” not upon whether they 
actually used it. 


2. Business v. Investment Income. In the 
context of realization by economic satisfac- 
tion, Mr. Klarmann’s distinction between 
business and investment income finds no 
greater support in the cases. In the Board 
of Tax Appeals’ action in the Eder case, 
CCH Dec. 12,577, 47 BTA 235, 236, the 
income of the foreign personal holding com- 
pany was exclusively from interest and divi- 
dends; in Edmond Weil, Inc., CCH Dec. 
14,094(M), 3 TCM 844, the income was from 
liquidation of stock of the corporation. 
Neither case suggests that its application is 
denied to investment income. 

In summary, I suggest that, under the 
economic satisfaction doctrine, a United 
States citizen whose investments in Colom- 
bia yield him, say, 100,000,000 blocked pesos, 
is taxable thereon despite the fact (1) that 
he chooses to leave the income idle rather 
than reinvest it, and (2) that the income 
represents dividends, interest and rent from 
his extensive holdings there. 


Swwney I. Roperts 
New YorK CIty 


Mimeograph 6475 Interpreted 
Sir: 


Various tax practitioners interested in the 
taxation of income in blocked currency have 
lately raised the question as to whether 
Mimeograph 6475 will result in a change of 
the position of the Treasury Department as 
to the distributive but not distributed share 
of blocked income realized by foreign part- 
nerships. This question has also been raised 
at the end of the article on the above subject 

(Continued on page 570) 
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Tax-Wise 


Taxes... 


Tax People... 
Things Taxed... 





Meetings of Tax Men 


Tax Executives Institute, Detroit Chap- 
ter.—At its annual meeting in Detroit May 
24, the Detroit Chapter of the Tax Execu- 
tives Institute elected Paul E. Curran, of 
the Micromatic Hone Corporation, as its 
president. Mr. Curran is a member of the 
taxation committee of the National Asso- 
ciation of Manufacturers. Other officers 
elected were: vice-president, Herbert E. 
Blachford, Detroit Edison Company; sec- 
retary, Mark I. Sammon, Murray Corpora- 
tion of America; treasurer, John H. Clarke, 
Hudson Motor Car Company; chapter di- 
rectors, C. Garrett Bunting, Detroit Steel 
Products Company, and Lucien Lamoureux, 
Peninsular Metal Products Corporation; and 
national director, John J. Morse, Jr., Michi- 
gan Bell Telephone Company. 


Ohio State University Institute on Ac- 
counting.—The Twelfth Annual Institute 
on Accounting, sponsored by the College of 
Commerce and Administration of Ohio 
State University, was held May 19 and 20 
in Columbus. 


One Way to Do It 


A novel idea concerning executives’ incen- 
tive was brought up at the meeting of the 
New York University Institute of Taxation 


-in an article by Robert T. Molloy, and 


was brought to the attention of TAxEs by 
Walter J. Blum of the University of Chicago 
Law School. Mr. Molloy’s article says in part: 

“Executives incentive subsidiary. — One 
method currently employed by large cor- 
porations as an executives’ incentive device 
is to create a subsidiary to which shares 
of the parent’s stock are transferred in 
return for the subsidiary’s note. The stock 
of the subsidiary is then subjected to a 
series of option agreements designed to fix 
its price and insure its retention in the 
hands of the active executive group to 


Tax-Wise 


whom this stock is thereafter sold at the 
option price which also represents its fair 
market value. 


“The purchase money note is paid off by 
the subsidiary out of dividends received on 
the parent’s stock which is currently taxed 
to the subsidiary at a maximum effective 
rate of 5.7 per cent due to the operation of 
the 85 per cent intercorporate dividend credit 
available under Section 26(b). Although 
the subsidiary’s sole income is from divi- 
dends, personal holding company problems 
are obviated by the fact that more than 51 
per cent of the subsidiary’s stock is owned 
at all times during the last half of each 
taxable year by not fewer than six persons. 
(Section 501 (a) (2), I. R. C.) Section 102 
also creates no problem since each year’s 
income is actually distributed either in 
payment of the purchase money note or as 
dividends to the corporate executives. (Pay- 
ment of debt does not, it is true, effect a 
distribution of §102 net income (102 (d)) 
but since no earnings are actually retained 
by the corporation from prior years, it is 
difficult to envision how an ‘unreasonable’ 
accumulation of such earnings could be 
found to exist.)” 


No One Left to Give 
the Country Back to 


In a letter to the Foundation for Economic 
Education, Rev. R. J. Rushdoony, a mis- 
sionary among the Indians of Nevada, la- 
ments the effects of the government’s taking 
care of the Indians. He says, “The average 
Indian knows that he can gamble and 
drink away his earnings and still be sure 
that his house and his land will remain his 
own, and, with his hunting rights, he can 
always eke out some kind of existence.” 


Since the program of help must be formu- 
lated in terms of the lowest common de- 
nominator, the weakest Indian, all personal 
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responsibility is, in effect, removed. Accord- 
ing to the missionary, zeal and sincerity on 
the part of the government workers who 
take care of Indian affairs only become 


crutches that the Indians depend on more. 


and more. Those Indians who have be- 
come independent and progressive have done 
so because of personal and religious factors 
totally unrelated to the government program. 


“The Things That Are Caesar’s”’ 


Inspired by “‘The Things That Are 
Caesar’s’,” that appeared in this column in 
the March, 1950 issue, Irving A. Lange, of 
the National Cooperative Refinery Associ- 
ation, says, “The ‘tithe’ is the Lord’s. It 
is not the earning of any individual. If 
that is the case, the tithe—or ten per cent— 
should be an allowable deduction in addi- 
tion to taxes, interest, losses and medical 
expense.” Mr. Lange goes on to say that 
if the tithe is not spent as intended, it is 
a matter strictly between the individual and 
his Lerd. If he steals it from the Lord, 
and it is taxed, it would mean that the 
Lord was approving the taking of such 
property. 


Marital Deduction Adopted 
in California 


A marital deduction for inheritance pur- 
poses, applicable to separate property of a 
decedent, has been adopted in California. 
The new law, effective April 26, 1950, pro- 
vides for exempting from tax property 
equal to the value of one half of the 
decedent’s separate property, if transferred 
to a surviving spouse. Hence, California 
has joined New York in providing a specific 
“marital deduction” for state death tax 
purposes. Technically, because California 
is an inheritance tax state, its “marital 
deduction” is an exemption. 


Same Name, Different Country 


A British publication called Taxes varies 
somewhat from the form and intent of this 
magazine. It is the journal of the Inland 
Revenue Staff Federation, comparable gen- 
erally to the people who make up our 
Bureau of Internal Revenue. In theme, 
the material of the British Taxes resembles 
the American TAxEs’ sister publication— 
Laspor LAw JourNaAL. A major distinghish- 
ing feature—the British magazine contains 
pages of advertising for vacation resorts. 
Perhaps the British tax collectors need 
rest and recreation more than their American 
counterparts. 
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From Germany 


Dr. R. O. Meisezahl, Bonn, Germany, has 
sent to TAXEs copies of Der Betrieb, a weekly 
newspaper concerning the technical side of 
business operations, taxes and business law. 
The publishing address of the German paper 
is Schumann Str. 12, Bonn (Rhineland). 
Subscription price is four German marks 
for one month. 


Other Foreign Publications 


Revista Fiscal y Financiera, Organo del 
Instituto Mexicano de Técnicos Fiscales. 
Venustiano Carranza 69-312A, México, D. F. 
Monthly. $2 per copy. $20 per year. 

Impuestos—Revista de Jurisprudencia Doc- 
trina y Legislacion. Sarmiento 412, Buenos 
Aires, Argentina. Monthly. $2 per copy. 
$50 per year outside Argentina. (Argentine 
money.) 

Revista de la Escuela de Estudios Con- 
tables. Instituto Tecnolégico y de Estudios 
Superiores de Monterrey. Tesoreria del 
I. T. E. S. M., Apartado Postal 118, Edificios 
del Instituto Tecnolégico, Monterrey, N. L., 
México. Quarterly. $1 per copy, and $3 per 
year outside Mexico. 

Indian Institute of Accountancy & Tax- 
ation. Journal of the Indian Institute of 
Accountancy and Taxation. Scindia House, 
Connaught Circus, New Delhi, India. 
Monthly. 1 rupee per copy; 12 rupees per 
vear, post free. 


The Accountant Is a Tax Man, 
Is a Labor Man 


An increasingly stronger relationship be- 
tween the accountant and the labor relations 
man is pointed out in an editorial in the 
May, 1950 issue of The Journal of Account- 
ancy. More and more, points of agreement and 
disagreement between labor and manage- 
ment are products of the accountant: cost 
of proposed wage changes, cash balances, 
working capital, budgets, break-even points 
and the “ability to pay.” Bargaining dis- 
putes have gone far beyond such things as 
clean towels and safety devices. 


Neither a Pension 
Nor Reasonable Compensation 


A taxpayer corporation paid a monthly 
pension to the widow of its decedent presi- 
dent, and the deduction of the money for 
income taxes was disallowed. The decedent 


(Continued on page 582) 
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Technical Advisor 
on Tax Conventions ... 
Austrian Exemption Decree 


Washington Tax Talk 





Our Cover 


Peter J. Mitchell, Technical Advisor to 
the Special Deputy Commissioner of In- 
ternal Revenue, was born in Ireland, emi- 
grating to the United States in his early 
teens. He received his primary school edu- 
cation in the National Schools of his native 
land, passed through high school in Boston, 
and secured a degree in accounting at 
Southeastern University, and one in law at 
Columbus University in Washington. He 
was admitted to the bar of the District of 
Columbia nearly a quarter of a century ago 
and is also a member of the bar of the 
United States Supreme Court. 


Shortly after securing United States citi- 
zenship, he entered the Civil Service and, 
after service in the United States Army in 
World War I, entered the Bureau of In- 
ternal Revenue and has since been continu- 
ously in that service as auditor, travel 
auditor and supervising auditor, transferring 
to the Office of the Chief Counsel in 1927 
where he served in the Appeals, Review 
and Legislation and Regulations Division of 
that office. Since 1934 he has specialized in 
the field of foreign income taxation with 
special reference to that of the United 
Kingdom and Canada. 


With the advent of the tax convention, 
Mr. Mitchell became associated with Special 
Deputy Commissioner King who heads up 
the resulting negotiations, “doubling in brass” 
as advisor to that official and as liaison be- 
tween that office and the Office of the Chief 
Counsel. In those capacities he has been 
closely identified with the drafting and im- 
plementation of the bilateral income and 
estate tax conventions now in effect between 
the United States and Canada and the United 
Kingdom and France; the income tax con- 
ventions with Sweden, the Netherlands and 
Denmark; and of the nine other income, and 
seven estate, tax conventions which are now 
either (a) pending before the Senate with a 
view to securing the advice and consent of 


Washington Tax Talk 


that body to their ratification or (b) in vari- 
ous stages of negotiation or development. 
Incident to those duties, Mr. Mitchell has 
traveled extensively abroad as a member of 
the United States delegation engaged in the 
negotiation of such of these conventions as 
necessitated discussions outside the United 
States and, in the course of such travel, has 
contributed much towards bringing such 
agreements to fruition and, at the same time, 
has been enabled to gratify his native avid- 
ity for history by, as he puts it, feasting his 
eyes upon the monuments of history and of 
antiquity that lay before him in London, 
Paris, Rome and Athens. 


President 


During his tour of the Western states, 
the President said at Butte, Montana, on 
May 12: “The strength of the Government 
is being used now—and, so far as I am 
concerned, it will continue to be used—to 
protect your jobs and improve your welfare.” 


Congress 


Amendments Proposed.—The House Ways 
and Means Committee continued closed ses- 
sions on amendments to the tax structure and 
announced the following tentative decisions: 


(1) To apply withholding of tax at a rate 
of ten per cent on dividends paid by cor- 
porations. In general, the procedure used 
in withholding on wages would be carried 
over to withholding on dividends. The plan 
would not apply to interest payments. 


(2) To make mutual savings banks and 
building and loan associations subject to 
corporate taxes on earnings not distributed 
to depositors or holders. 


(3) To amend Code Section 117(j) so that 
gain or loss from the sale of business prop- 
erty, including livestock, would be treated 
as capital gain or loss. 
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(4) To reduce the rate of interest on re- 
funds to all taxpayers from six per cent to 
two per cent. 


(5) To subject only forty per cent instead 
of fifty per cent of long-term capital gains 
of individuals to taxation, and to reduce 
the maximum effective rate of tax on capital 
gains from twenty-five per cent to sixteen 
per cent. ; 

(6) To reduce the holding period for long- 
term capital assets from six months to 
three months. 


(7) To retain present depletion allow- 
ances on oil and gas, sulphur and non- 
metallic minerals, with no change in respect 
to intangible drilling costs; to grant fifteen 
per cent depletion to fuller’s earth, refractory 
clays and quartzite, perlite and diato- 
maceous earth; and to extend five per cent 
depletion to sand, gravel, marble and granite. 


(8) With respect to excise taxes: to ex- 
empt from the twenty-five per cent tax on 
wire and equipment service, leased wire 
services used for the education of hospi- 
talized or home-bound pupils; to exempt, 
from the jewelry tax (now twenty per cent), 
handicraft project kits; to exempt television 
sets; to retain the tax on distilled spirits and 
beer and on wine; and to revise the tax rates 
on tobacco. 

(9) A previous committee proposal was 
to free from the admissions tax swimming 
pools operated by states, cities or other 
local governmental units. Latest action is 
that, where such taxes have not been paid 
by these political units, any past-due taxes 
would be abated. . 


Estate and gift tax proposals will not be 
included in the bill being drafted, the com- 
mittee has announced. It is also very un- 
likely that a separate bill on estate and gift 
taxes will be considered this year. ’ 


Deficit Estimates.—The staff of the Joint 
Committee on Internal Revenue Taxation 
estimates that federal net budget receipts 
under the present law will be $36.6 billion 
for the fiscal year 1950 and $35.1 billion for 
the fiscal year 1951. If expenditures are at 
the levels estimated. in the President’s Janu- 
ary budget, the staff’s estimate of receipts 
will result in deficits of $6.7 billion in the 
fiscal year 1950 and $7.3 billion in the fiscal 
year 1951. This compares with the deficits 
estimated in the budget message of $5.5 bil- 
lion in the fiscal year 1950 and $5.1 billion 
in the fiscal year 1951. It is believed that 
this difference is due primarily to the fact 
that the staff estimates take account of the 
disappointing collections, especially from 
the individual income tax, since January of 
this year. 
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The staff estimates do not take into con- 
sideration the effects of any changes in 
government expenditures from the levels 
forecast in the January budget. The esti- 
mated receipts are based on the tax laws 
existing on April 12, 1950. 


Supreme Court 


On April 24 the Court denied certiorari 
in a case involving the taxability of an 
award of damages for patent infringement. 
The taxpayer had argued unsuccessfully in 
the lower court (Mathey v. Commissioner, 
49-2 ustc § 9428, 177 F. (2d) 259 (CA-1, 
1949)) that the award made in the patent 
litigation was to compensate him for dam- 
age to his “financial standing, credit repu- 
tation, good will, capital, and other elements 
in [his] business,” and that his lost profits 
and lost reasonable royalties were used only 
as a measure of that damage. 


Commissioner 


The position heretofore taken by the 
3ureau—that the sale of a partnership in- 
terest is a sale of the selling partner’s un- 
divided interest in each specific partnership 
asset—has just been reversed. Hencefor- 
ward, the sale of a partnership interest will 
be treated as the sale of a capital asset under 
the provisions of Code Section 117. (G. C. M. 
26379.) 

This means in effect that the Commis- 
sioner will cease bucking the courts on this 
point. The opinion of the Chief Counsel 
states: “The overwhelming weight of au- 
thority is contrary to the position heretofore 
taken by the Bureau. ‘ 


State Department 


The Department of State announced on 
April 25 that the Austrian Minister of 
Finance has issued a decree, dated February 
13, 1950, which broadens the exemption of 
persons residing in the United States from 
the payment of taxes on certain types of 
property located in Austria which would 
otherwise have to be paid under the Aus- 
trian Capital Levy Law of July 7, 1948, and 
the Austrian Capital Appreciation Levy Law 
of the same date. 


Under the amended decree of February 
13, 1950, the exemption is extended to in- 
clude not only United States citizens but all 
persons who, although not citizens of the 
United States or of Austria, had on Janu- 
ary 1, 1948, a domicile or usual place of 
residence in the United States. 
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PERSONAL EXEMPTIONS 


PERSONAL EXEMPTIONS AND LIVING 
DIRECTIONS —_ — — — _— _ 


MR. ATLAS IS TAX COUNSEL 


HE most widely accepted basis for al- 

lowing personal exemptions under the 
income tax is to exempt from tax a basic 
amount required to maintain an individual 
and his family. From the very beginning it 
was felt that the personal exemptions should 
represent amounts adequate for an Ameri- 
can family to live on “and that a sum below 
that ought not to be taxed.” * 


Of course, there is no absolute require- 
ment that exemptions be based upon that 
theory, or on any theory, or for that matter 
that an individual income tax must have any 
exemptions.” The theory of exempting an 
adequate living standard is, however, the only 
theory which appears to underlie the intro- 
duction of personal exemptions into the fed- 
eral income tax and appears also in other 
types of federal taxes.° 


1 Congressional Record, Volume 50, Part 4, 
Sixty-third Congress, First Session, August 28, 
1913, p. 3851. Similarly, in the legislative dis- 
cussion in the House, it was stated that the 
income tax ‘‘ought to leave free and untaxed 
as a part of the income of every American 
Citizen a sufficient amount to rear and support 
his family according to the American standard 
and to educate his children in the best manner 
which the educational system of the country 
affords.’’ Congressional Record, Volume 50, 
Part 2, Sixty-third Congress, First Session, May 
6, 1913, p. 1250. 


Personal Exemptions 


COSTS MOVE IN OPPOSITE 


By MARTIN ATLAS 
WASHINGTON, D. C. 


Now, after more than thirty-five years of 
experience with the federal income tax, it is 
of interest (without passing on the theory 
itself) to inquire into what extent, if any, 
the personal exemptions allowed under the 
law have put this theory into practice. 


The Problem 


It is needless to state that with the diver- 
gent views of what is required for an Ameri- 
can family to live on, together with variations 
due to locality, no fine correlation can be 
expected between minimum cost of living 
and personal exemptions. Several factors, 
however, should be evident if even an effort 
has been made to render the practice con- 
sistent with the theory. Covering these 
factors are the following questions: 





2 For example, municipal income taxes have 
been enacted without any personal exemptions 
in Philadelphia, Toledo and St. Louis. 

The tendency to avoid taxes on necessities 
is indicated by exemption of food under state 
and local sales taxes, homesteads under prop- 
erty taxes and the restriction of federal excise 
taxes to nonessentials. It is sometimes also 
stated that the exemption under the estate tax 
is to allow tax-free an amount to be invested 
by the decedent’s family, which will yield suf- 
ficient for such family to get along on. 


519 


VOL. 28, NO. 6 





















susesseeseseess heahcch dacknhed 
goKseeeeee | 
‘-s 








sorceress sensseusezssesssuaes sassssesance : 
sussosatasseravesagaeuenstanstessetataseee( tafasatiszazeted 
sanasensasssscsuesstssssceess’ Suaseee? san, Lesssessssrasens 
TTT LLL LLL eee Ji40086 PA 


susssussevusasestavestarsster’ cetsssatons | satstesteteats 
3 





BEE EEE oe 
sceuseeesses sessceras 








sists iH 
HH 
if 
‘a 
fl 


HH 
a 





HE 





it 
it 





Hil 
He 


HEE 


H 
~ 


Sa +44 4 
4 tote tet 
a OH TT 
' + + 


‘ 


i 
a 
i 


aan aie 








a 
; 


: 
Hy 


eae 
eesecesss 


i 





PTTTITIITTt LE LE LLL LLLP ro 

oe ee RsSeee SSSSE SSeS POSSE seees! Seeeseses rot 

susssasatataseravaseisssstetet Strrsiieeeetnaas : Ht 
sane Cl seeeaean 


Ht 


(O01 = 6€-St61) ov6l- E16! 





$321Ud ,SUIWNSNOD GNV SNOILGW3X2 IVNOSYAd 30 SUABWOAN X3GNI -- VW SUYHD 


June, 1950 @e TAX ES—The Tax Magazine 










BERSERKER Ree ewe 
+++ 


1943 1948 


1938 


1933 





1928 


1923 





ERAT EMIT TB 


"Bee? 


(1) Have exemptions moved in the same 
direction as the cost of living over the years? 

(2) Do the exemptions allowed for single 
persons, married persons and dependents 
have any relation to the minimum cost of 
living for such persons during recent years? 

(3) Are the differentials allowed between 
single persons and married persons and 
dependents related to the differentials in the 
costs of living of various-sized family units? 









Movement of exemptions and living costs.‘ 
—Table 1 shows the levels of personal ex- 
emptions for a single person, a married 
person with no dependents and a married 
person with two dependents for all years 
from 1913 and also expresses these amounts 
in terms of relatives, based on the exemp- 
tion levels of 1935-1939. 

Table 2 shows the consumers’ price 
index on the same basis for the same years. 


TABLE 1 


Personal Exemptions for Single Person, for Married Person with No Dependents 
and for Married Person with Two Dependents, 
1913-1949, and Index Numbers 





-——— E xemp tions ———— 


-——Index Numbers—— 


(1935-1939 = 100) 


Married Married Married Married 
with No with Two with No with Two 
Years Single Dependents Dependents Single Dependents Dependents 
1913-1916 ...... $3,000 $4,000 $4,000 300.0 160.0 121.2 
1917-1920 ....... 1,000 2,000 2,400 100.0 80.0 72.7 
id ES. 1,000 2,500 3,300 100.0 100.0 100.0 
AAS cece 1,000 2,500 3,300 100.0 100.0 100.0 
1925-1926 1,500 3,500 4,300 150.0 140.0 130.3 
ay-iest «Cj... 1,000 3,500 4,300 100.0 140.0 130.3 
1932-1939 ....... 1,000 2,500 3,300 100.0 100.0 100.0 
SS isin cacy 800 2,000 2,800 80.0 80.0 84.8 
REE See 750 1,500 2,300 75.0 60.0 69.7 
1942-1943 ....... 500 1,200 1,900 50.0 48.0 57.6 
1944-1947 500 1,000 2,000 50.0 40.0 60.6 
1948-1949 600 1,200 2,400 60.0 48.0 72.7 


Chart A shows the relationship—or rather 
lack of relationship—of one to the other. 
This chart shows clearly that the exemp- 
tions have been insensitive to cost-of-living 
changes. Moreover, where changes have oc- 
curred, they have generally moved in an 
opposite direction from living costs. Thus, 
during periods of rising living costs—i.e., 
1916-1920 and 1939-1948—exemptions were 
low, and in periods of falling costs—i.e., 
1921-1932—exemptions were insensitive, or 
rose. Only in 1932 was a sharp drop in 
living costs accompanied by a sharp drop 
in exemption level. 


It should be noted that the comparisons 
here relate only to the direction of the move- 
ment of living costs and personal exemp- 
tions and not to the levels thereof. It is 
recognized that price levels vary somewhat 
by geographic and population areas. Nei- 
ther of these factors, however, would cause 
changes in the direction of the cost-of-living 
curve shown in Chart A. Analysis taking 





4 The source for all cost-of-living statistics, 
unless otherwise noted, is the Bureau of Labor 
Statistics data reproduced in the Treasury De- 
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into consideration these factors would not, 
therefore, change the apparent fact that, his- 
torically, personal exemptions and _ living 
costs have moved im generally opposite 
directions. 


This conclusion is, of course, not surpris- 
ing, since periods of rising living costs are 
generally also periods of rising revenue 
needs, and vice versa. With the largest 
portion of the aggregate of individual net 
income concentrated in the lower brackets, 
lowering of personal exemptions in times of 
revenue needs opens new revenue vistas. In 
periods of declining revenue needs, the re- 
verse process is effected, with the result that, 
historically, personal exemptions vary almost 
completely inversely in direction from living 
costs. On the basis of the theory that the 
personal exemption is designed to free for 
tax the cost of the basic requirements of 
life, a priori reasoning (other things aside) 
would lead to the conclusion that the level 
of personal exemptions should rise in pe- 


partment Report, Individual Income Tax Bzx- 
emptions, December 22, 1947. 
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riods of rising costs and decline in periods 
of falling costs. Historically, the reverse 
appears to have occurred. 


TABLE 2 
Consumers’ Price Index for Moderate- 
Income Families in Large Cities 


(1935-1939 = 100) 


Index Index 
(All (All 
Year Items) Year Items) 
SONS oo... 123.6 1947. 159.2 
1944, ....... 325.5 1948 re: 
a 128.4 1949 (9mos.) 169.4 


BGs sceens 139.3 


Index Index Level of exemptions and living costs—Any 

(All (All attempt to discuss the proper level of ex- 
Year Items) Year Items) emptions in the light of living costs immedi- 
1913 70.7 1928 1226 ately raises questions revolving around 
1914. eo pee: 718 1920... 1225 differences in standards, geography and pur- 
1915........ 725 1930..... 119.4 chasing power of the dollar. Obviously, any 
1916........ 779 1931........ 108.7 standard which is acceptable as an average 
—- lc (ll rr rl... 97.6 will contain within it shortcomings arising 
es, | ieee 92.4 from the above factors. 
Pore. ....... Bam Wee... ces 95.7 Perhaps the “average” which contains the 
i a3 1965......... 98.1 fewest shortcomings is that which is based 
ae 77 1935........ Pi upon the “break-even point’’—i. e., the in- 
i) > re 102.7 come scale where families on the average 
1663......... <0. EO 2958... ..... 100.8 neither save nor go into debt.’ These data 
eee W722 $560........ 99.4 for 1944, based upon the actual spendings 
i. 1254 1940........ 1002 of a large number of families with different 
| ‘eee ~ Se. | Cee 105.2 incomes in different areas, show the fol- 
| pee 124.0 1942 116.5 lowing: 

TABLE 3 


Present Personal Exemptions and 1944 Adjusted* Break-Even Points for 
Single Persons, Married Persons with No Dependents and 
Married Persons with Two Dependents 


Present 

Exemption Level Exemption 
TES SER ESTES Seabees $ 600 
Married, no dependents. ... 1,200 
Married, two dependents.... 2,400 
* Bureau of Labor Statistics ‘‘break-even 


Point’’ reduced by ten per cent to arbitrarily 





At least two factors should be noted in 
connection with these data: (1) The break- 
even point is for city individuals and fami- 
lies. These costs are therefore somewhat 
higher than if rural persons were included. 
(2) The break-even points are for 1944 when 
the cost of living was substantially below 
present costs (Chart A). While no basis 
exists for inflating these break-even points 
in the light of these increased costs, it seems 
reasonable however to assume that as a very 
minimum these two factors offset each other 
so that the differences reflect fairly ac- 
curately the fact that the present exemp- 


5 As defined by the Bureau of Labor Statistics, 
the ‘‘break-even point’ is the amount of total 
family income, after subtraction of income, poll 
and personal property taxes, just sufficient to 
cover average expenditures for current con- 
sumption, gifts and contributions, leaving no 
net savings or deficit. In order to eliminate 


Adjusted 1944 


Break-Even Point Difference 
$1,047 $—447 
1,344 —144 
1,960 +440 


adjust for allowance for gifts and contribu- 
tions contained in the data. 


tions for single and married persons are 
below the levels necessary to exempt from 
tax an amount needed to supply the basic 
necessities of life. 


The precise amounts at which the exemp- 
tions should be set are, of course, to some 
extent a matter of opinion. Even on the 
basis of “maintenance level’—that level 
which provides only the bare current needs 
for an unskilled laborer and recognized as 
“not approaching the content of what may 
be considered a satisfactory American stand- 
ard of living” *—the amounts required, on 
the basis of 1946 data are: single person— 


the gifts-and-contributions factor, which is 
separate from cost-of-living considerations, the 
figures computed by the Bureau of Labor Sta- 
tistics have been arbitrarily reduced by ten per 
cent. 

6 As defined by the Works Progress Adminis- 
tration, Research Monograph No. XII, 1937. 
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$955; married person, no dependents—$1,364; 
and $2,100 for a married person with two 
dependents.’ In the light of the substantial 
increases in cost of living since 1946, it does 
not seem unlikely that the “break-even point” 
of 1944 is the “maintenance level” of 1949. 
In short, it would seem that on the theo- 
retical basis of exempting the basic cost of 
living, present exemptions are about sixty 
per cent of the required amount for single 
persons, ninety per cent of the required 
amount for a married person with no de- 
pendents and 125 per cent of the amount 
required for a married person with two 
dependents. 

Differentials between single persons, married 
persons and dependents——At different times 
the relationship of the exemptions to each 
other’ has varied considerably. The rela- 
tionship of the single person’s exemption to 
the married person’s was at various times 
half the married person’s, less than half, and 
more than half. 

TABL= 4 
Relation of Single Person’s Exemption to 


Married-with-No-Dependents’ 
Exemption 


(1913-1949) 


Relation- 
ship of 
Exemption Single to 
Married, No Married in 
Single Dependents Years PerCent 
$3,000 $4,000 1913-16 75% 
1,000 2,000 1918-20 50 
§1921-24) 
1,000 2,500 44932-30540 
1,500 3,500 1925-31 43 
800 2,000 1940 40 
700 1,500 1941 50 
500 1,200 1942-43 42 
500 1,000 1944-47 50 
600 1,200 1948-49 50 


Extensive study by the Bureau of Labor 
Statistics * has revealed that it costs a single 
individual about seventy per cent as much 
to live as it does a married couple. It would 
appear therefore that, except for the years 
1913-1916, the single person’s exemption has 
always been too low, as compared with the 
married person’s exemption. Thus, if it is 
assumed that the present exemption for 
married persons of $1,200 is correct, then a 
comparable exemption for a single person 
would be about $850; if, as appears, the 
married person’s exemption should be about 
$1,500, then the single person’s exemption 
should be about $1,000. 


™ Treasury Report, footnote 4, supra, p. 8. 
8 Ibid., p. 51. 
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An examination of the dependent credit 
reveals that sentiment is not entirely absent 
in the tax laws, because for dependents the 
allowances have been unduly generous. The 
BLS data indicate also the additional cost, 
per dependent, over and above the costs for 
a married couple. 
TABLE 5 
Relative Increase in Cost of Living per 
Dependent Over Cost of Living for 
Married Couple with No 


Dependents 
Percentage of 
Dependents Increase 
AON, BNE ion 27% 
Be Reh so. can ons 24 
5 eae eran Ie * 21 


In other words, on the basis of the present 
exemption for married couples, the dependent 
credit should be about $325 for the first 
dependent, $290 for the second, $250 for the 
third and $225 for the fourth. 


The present dependent credit is $600 per 
dependent. For two dependents, therefore, the 
present dependent credit is about 100 per 
cent higher than it should be, based on the 
present married person’s exemption. On 
the basis of a $1,500 married person’s ex- 
emption, the present dependent credit, on 
the basis of two dependents would still be 
fifty per cent too high. 


Summary 


The preceding analysis -has demonstrated 
the following: 


(1) Personal exemptions have never fol- 
lowed changes in living costs. To the ex- 
tent that movements have occurred, personal 
exemptions have generally moved in an 
opposite direction from living costs. 


(2) Present exemptions for single persons 
and married persons are too low to provide 
exemption from tax of life’s necessities by 
any available standard. It would appear 
that the single person’s exemption is about 
sixty per cent of the required amount, and 
the married person’s is about ninety per cent. 
The credit for dependents is too high in 
relation to the married couple’s exemption. 
Data indicate that the maximum credit for 
a dependent should be about twenty-seven 
per cent of the married person’s exemption; 
the present dependent credit is fifty per cent 
of such exemption. 


(3) The single person’s exemption is too 
low compared to the married person’s ex- 
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emption. On the basis of the present mar- 
ried person’s exemption, the single person’s 
exemption should be $850. In addition to 
the dependent credit being too high in rela- 
tion to the married person’s exemption, the 
present procedure overlooks the fact that 
the first dependent is more costly than sub- 
sequent ones. Thus, for a family with two 
dependents, the present credit is almost 100 
per cent above what it should be in relation 
to the present married person’s exemption. 


Theory or Aspiration? 


When for thirty-five years a theory is 
honored almost exclusively in the breach, it 
seems time to consider whether in fact there 








is a theory or only an aspiration. Acceptance 
in practice of the theory that personal ex- 
emptions should exempt the cost of living 
would greatly reduce the potential revenue 
possibilities of the individual income tax. 
For example, it has been indicated previ- 
ously that on the basis of present living 
costs, personal exemptions should be about 
$1,000 for a single person and $1,500 for a 
married person. 


The most recent data of the revenue effect 
of such exemptions are for 1947. Since, 
however, present costs are within ten per 
cent of 1947 costs (see Table 2), these data 
shown in Table 6 indicate, at least as mag- 
nitudes, the effect of such a change in per- 
sonal exemptions. 








TABLE 6 
Estimated Number of Taxable Recipients, Their Net Income and Tax, Under 
Stated Exemption Levels in Calendar Year 1947 
(Assuming Income Payments of $166 Billion)* 
(Money Amounts in Millions; Other Amounts in Thousands) 
Taxable Income Recipients 






















































































































Decrease 
from Present Law** 
Exemption Number Number Per Cent 
Single—$1,000 
Married—$1,500 37,396.2 11,148.4 23.0 
Dependent—$500*** 
Surtax Net Income 
Decrease 
from Present Law** 
Exemption Amount Amount Per Cent 
Single—$1,000 
Married—$1,500 $50,434.7 $18,679.6 27.0 
Dependent—$500*** 
Total Income Tax 
Decrease 
from Present Law** 
Exemption Amount Amount Per Cent 
Single—$1,000 
Married—$1,500 $12,991.9 $3,700.1 22.2 
Dependent—$500*** 


* The higher current level of income payments 
would appreciably raise the amount of revenue 
losses involved, but the percentages of revenue 
losses to total tax liability would not be changed 
appreciably. The estimated decrease in the 
number of taxable income recipients would also 
be noticeably larger. 


In other words, to effectuate the theory, 
it would be necessary to sacrifice about $334 
billion, or one fifth of present income tax 
revenues, eliminate millions of taxpayers and 
wipe out about one quarter of the taxable 
base. Needless to say, present revenue require- 
ments would militate against such a step. 


From the standpoint of economic control, 
exemptions based on living costs also pre- 
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** Decrease measured for 1947 exemptions; 
losses are therefore somewhat less when com- 
pared to present exemptions. Source: Individual 
Income Tax Exemptions (Treasury Department, 
1947), p. 31. 

*** Data not available for lower dependent 
credit. 





sent problems. The income tax can, if so 
used, exercise mighty controls over the 
pendulum-like swings of inflation and de- 
flation. It is well known that the bulk of 
all individual incomes is concentrated in the 
under-$5,000 group. If demand is to be cur- 
tailed in inflationary periods, it is the de- 
mand of this group which must be curtailed; 
on the other hand, in periods of depression, 
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when economic health depends upon increased 
demand, such demand must stem from this 
same group. 


However, exemptions based upon living 
costs would exercise a precisely contrary 
effect; namely, in times of high costs (usually 
an inflationary period), exemptions would 
be high and thus place additional purchasing 
power in the hands of low-income persons. 
Thus, for example, as shown in Table 6, 
effectuation of the theory now would place 
about $3% billion additional annually into 
individuals’ hands, 


On the other hand, when demand had to 
be bolstered and prices were low, as in the 
depression years, exemptions would be pro- 
portionately low. Conceivably, persons who 
were not required to pay tax during pros- 
perous years when prices (and, eonsequently, 
exemptions) were high might have to pay 
tax in depression years when prices (and, 
consequently, exemptions) were low. There- 
fore, it would seem that to give practical 
effect to the theory that exemption should 
be based on living costs would tend to remove 
the possibility of that flexibility in the individ- 
ual income tax—which development could help 
to relieve both inflation and deflation. 


Alternative Theory 


If exemptions are not to be based on liv- 
ing costs, what alternative is there? One 
such alternative starts from Mr. Justice 
Holmes’ statement: ‘Taxation is the price 
of Civilization.” In other words, taxes, like 
rent and food, should be considered a part 
of every person’s budget. On this basis, all 
taxes—not only income tax—must enter into 
consideration, weighed in the light of eco- 
nomic effects, administrative feasibility and 
equity. 

Under such a theory, the exemption would 
be fixed after determination of the propor- 
tion of total revenue to be derived from the 
individual income tax and in the light of 
economic objectives. Thus, for example, it 
might be determined that one half of the 
revenue for year X could come from cor- 
porate taxes without adverse economic ef- 





fects and one half from individuals. Of the 
fifty per cent from individuals, perhaps ten 
per cent should come from excises which 
were imposed for stability of revenue or 
control purposes and, consequently, forty 
per cent from income tax. If year X is one 
in which inflationary pressures are rampant, 
the exemptions would be placed low so that 
the spendings of the low-income groups 
would be sharply curtailed. The portion of 
the total borne by the higher-income groups 
would consequently be relatively low, but 
from the standpoint of inflation this would 
not be serious, since the excess would go 
into savings or investment rather than con- 
sumption. If deflationary pressures are ram- 
pant in year X, it would be recognized that 
the lowest groups are unavoidably burdened 
by the excises and, therefore, the exemptions 
would be placed high to relieve them of 
further tax and thus to give them additional 
purchasing power. 


Conclusion 


Personal exemptions today, and since the 
beginning of the income tax, have been in- 
consistent with the theory that such ex- 
emptions should be sufficient to exempt from 
tax an amount required to supply life’s ne- 
cessities. On the contrary, exemptions have 
varied inversely with living costs. One the- 
ory which would be consistent with low ex- 
emptions in high-cost periods and high 
exemptions in low-cost periods is one which 
postulates the personal exemptions as im- 
portant mechanisms in the control of infla- 
tionary and deflationary tendencies. Under 
this theory, the individual income tax would 
be considered along with other individual 
taxes. If inflationary tendencies existed, 
personal exemptions would be set low, so 
that a relatively large proportion of total 
individual taxes would be payable by the 
low-income group, thus curtailing the mass- 
spending of this group. If deflationary ten- 
dencies existed, personal exemptions would 
be set high, so that individual taxes paid by 
the low-income group would be a minimum, 
thus increasing the mass-spending possibili- 
ties of this group. [The End] 








NEVADA VETERANS’ EXEMPTION 
A veteran, according to an opinion of the Nevada Attorney General, may 
claim the state’s $1,000 property exemption although working and going to 
school outside the state. It is immaterial whether he receives a similar exemp- 


tion in another state. 
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TAX REVISION IN JAPAN 


JAPAN MAY ACQUIRE THE MOST MODERN TAX SYSTEM 
FOR ITS RESIDENTS AND, AS A CONSEQUENCE THEREOF, 
CLOSE A TAX-FREE HAVEN TO CERTAIN “NONRESIDENTS” 


— April to September, 1949, a group 
of seven United States tax specialists 
and economists, headed by Professor Carl 
S. Shoup of Columbia University, made an 
intensive study of the Japanese tax struc- 
ture.* Their findings and recommendations, 
embodied in a four-volume report, are cur- 
rently being enacted into law by a special 
session of the Japanese Diet. 


It is rare for a group of Americans to be 
given the opportunity to examine the tax 
system of a foreign nation of eighty million 
people with the certainty that its findings 
would become the law of the land. The 
mission, therefore, proceeded with caution 
and strict objectivity to study the facts and, 
without preconceived notions, to let the facts 
suggest the basic changes which it recom- 
mended in the taxation of corporations, 
capital gains, estates and gifts, personal in- 
come, real property, national-local fiscal re- 
lationships and administration and enforcement. 


As a field, the taxation of corporations 
offered the most challenging set of problems. 
Corporate income tax collections in Japan 
for the current 1949-50 fiscal year will 
probably total fifty billion yen, or only six 
per cent of total tax revenues, in contrast 
to the United States where federal and state 
income taxes on corporations account: for 
approximately twenty per cent of the total. 
Yet corporations have been taxed at a far 
higher rate in Japan than in the United 
States. The cumulative tax on a corpora- 
tion’s income —corporate income, excess 
profits and prefectural enterprise taxes— 
runs to sixty-three per cent of the income 
in a great many cases (one hundred yen of 
corporate profit may be taxed at eighteen 
per cent under the enterprise tax, and the 
remaining eighty-two yen at fifty-five per 
cent under the combined rates of the cor- 
poration income and excess-profits taxes). 
This is in addition to the tax the stock- 
holder will have to pay on any distribution 
of dividends. 


*The author was a member of Professor 
Shoup’s tax mission and is a consultant to the 
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How is it that, despite the higher rates, 
the corporate tax in Japan yields so much 
less than in the United States? For one 
thing, an excessively large number of 
Japanese corporations are exempt from all 
taxation. Each cabinet minister in Japan 
has the right to exempt a corporation if it 
performs even some small partial public 
service under his jurisdiction. Secondly, 
there has never been a real inventory of the 
number of taxable corporations in Japan. 
Estimates vary and the large differences 
between the various estimates indicate that 
something is seriously wrong. Thirdly, the 
situation reflects the numerically greater 
role played in Japanese business life by the 
small and medium-sized businessman who 
is not in a position to incorporate or who 
does not want to do so. In part, it also 
reflects a relative failure of the tax adminis- 
tration to cope with corporate accounting 
or with the lack of it. Many firms keep no 
books; many keep two and three sets of 
books. Corporate accounting practices have 
been haphazard and deductions fantastic. 
One case uncovered indicated that a cor- 
poration had been in arrears to the extent 
of 425,000 yen on its 1947 income tax; it had 
proceeded to pay this back tax in late 1948, 
then had deducted the amount as a business 
expense in computing its 1948 tax liability. 
This was allowed by the tax officials. In 
another case, a company had constructed 
workers’ dormitories during 1947, at a cost 
of 10,000,000 yen, had deducted this whole 
sum as a business expense in its tax return 
for 1947 and then proceeded to take de- 
preciation on the dormitories in its 1948 tax 
return. This too was allowed. 


Recommendations of Tax Mission 


Most important, however, the slimness of 
the corporate tax yield has been due to the 
widespread evasion of tax liabilities by cor- 
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United States Department of State. 
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By JEROME B. COHEN 


Assistant Professor of Economics 
at the College of the 
City of New York 


porations due to the impact of the super 
inflation which has gripped postwar Japan. 
With a price level now 200 times the 1936-37 
level, a corporation with a prewar, or even 
wartime, capitalization found its profits in 
current yen so large in relation to this 
capitalization, that it would be thrown into 
the highest excess-profits tax bracket unless 
it took effective steps to conceal and under- 
report its income. Also depreciation rates 
allowable on prewar capitalizations resulted 
in such ridiculously small sums deductible 
from corporate profits in current depreciated 
yen, that corporations were not enabled to 
replace capital equipment and would, if they 
met their legal tax liability, nominally be 
paying taxes out of “profits,” while actually 
eating up and not replacing capital. The 
obvious solution to this situation, which 
bred widespread tax evasion, was a revalua- 
tion of assets; but existing Japanese tax law 
placed a prohibitively high tax upon such 
revaluation profits. In view of these con- 
siderations the tax mission recommended: 


(a) Repeal of the excess-profits tax. 


(b) A compulsory revaluation of corporate 
assets with a nominal six per cent tax to 
be imposed on revaluation profits.’ 


(c) Continuation of the present tax rate 
of thirty-five per cent on the net income of 
each corporation. 


(d) A credit for each individual stock- 
holder against his individual income tax of 
an amount equal to twenty-five per cent of 
the dividends he receives from corporations 
subject to the tax imposed in (c). 


(e) An interest surcharge on the cor- 
poration of one per cent each year on the 
aggregate earned reserves accummulated out 
of the net earning of fiscal periods begin- 
ning after July 1, 1949. 


(f) Changing the prefectural enterprise 
tax from a tax on net income which can- 


1 Details of revaluation procedure will be 
found in Report on Japanese Taxation By the 
Shoup Mission (Tokyo, GHQ-SCAP; September, 
1949), Vol. III, Appendix C, pp. C1-36. 
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not be shifted to one on “value added” 
(total gross receipts minus all purchases 
from other firms, including purchase of 
capital equipment, land and buildings) which 
can be shifted.’ 


(g) Complete re-examination and tighten- 
ing of tax exemption privileges for corpora- 
tions, with all exempt corporations required 
to file annual returns and to segregate, on a 
separate schedule of the return, the income 
that was derived from profit-making activi- 
ties, upon which the normal corporate in- 
come tax would be paid. 


(h) Excluding from the net taxable income 
of corporations all dividends received from 
other taxable domestic corporations. (At 
present, dividends received by a corpora- 
tion from another corporation are included 
in the taxable income of the recipient 
corporation. ) 


(i) Elimination of the present require- 
ment that corporations withhold a twenty per 
cent tax from dividends paid to stockholders. 


(j) Establishment of a separate classifica- 
tion of “family corporation,” with a high 
surtax rate to apply to the earned reserves 
of such corporations. 


(k) A provision in the law that all cor- 
poration and _ individual-business returns 
over a certain income be accompanied by a 
balance sheet, a profit-and-loss statement 
and other necessary data certified by an 
independent CPA. 


(1) Allowing taxpayers, whether corporate 
Or unincorporated, which show a net loss 
for any taxable year, to carry this loss for- 
ward as a deduction in computing net in- 
come in subsequent years “until it is offset 
against income.” It was also recommended 
that taxpayers be permitted to carry losses 
back for two years. 


While these recommendations grant con- 
siderable legal and rate relief to corpora- 
tions and greatly simplify the tax structure 
to which they are subject, it is anticipated 
that the actual revenue to be obtained from 
corporations during the current fiscal year 
will be greater because of more efficient and 
rigorous administration and enforcement of 
much less complex tax provisions and also 
because of collection of the tax on revalua- 
tion profits. 


The mission emphasized that the new 
corporate-tax structure was based on the 





2 This tax on ‘‘value added’’ has had wide- 
spread theoretic acceptance but heretofore has 
been nowhere applied in practice. It repre- 
sents an interesting innovation. 
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assumption that capital gains would be fully 
taxed to individuals so that sooner or later 
all income, whether distributed or not, would 
be made subject to the individual income 
tax. It urged the Japanese not to follow 
the United States practice with respect to 
capital-gains taxation, declaring: 


“The special concessions to capital gains 
have been the least satisfactory parts of the 
American Income Tax Law, as is attested 
by the fact that these provisions have been 
changed at very frequent intervals. : 
Since there is no real economic distinction 
between capital gains and other income, 
attempts to draw the line between capital 
gains and other kinds of income for tax 
purposes must often make very arbitrary 
and artificial distinctions. In the unsuccess- 
ful attempt to restrict the conversion of 
other income into capital gains, many com- 
plications have been added to the law of 
the United States and it is not too much to 
say that the discount on capital gains is 
responsible for more complications in the 
law and for more dispute than almost any 
other single feature of the law.” 


Not only did the mission recommend fully 
taxing capital gains to individuals as ordi- 
nary income but also taxing accrued capital 
gains at time of gift or transfer at death 
to reduce the tendency of capital-gains taxa- 
tion to cause taxpayers to postpone selling 
property or shifting investments. Thus, the 
substantial loopholes, presently available in 
both United States and Japanese tax laws, 
will not continue to prevail in Japan. How- 
ever, the mission also recommended the 
complete deduction of all capital losses, 
without restriction, declaring: “Only with 
this complete allowance for capital gains 
and losses can the income tax approach the 
equitable, non-discriminatory, and _ rion- 
regressive tax that it should in principle be.” 


Personal Income Tax 


Despite a 1947 rate revision, the rapid 
progress of inflation had carried low pur- 
chasing-power groups into the middle and 
upper ranges of personal income tax brackets, 
and accordingly the mission recommended 
reducing the whole scale of rates. Never- 
theless, the personal income tax remains 
by far the most important tax in the Japanese 
system and during the current fiscal year 
is expected to yield fifty per cent of the total 
national tax revenue. The income tax is 
now a mass tax, applying to practically 


3 Report on Japanese Taxation, op. cit., foot- 
note 1, Vol. ITI, pp. B10-11. 
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every family in the country. Even though 
the personal exemptions and the credit for 
dependents were increased substantially in 
recent years, in terms of yen, inflation has 
concurrently increased the money incomes 
of taxpayers. Hence a married wage-earner 
with two dependent children would pay a 
tax if his annual income exceeded 55,000 yen 
—the equivalent of $153 at the current 
exchange rate of 360 yen = $1. Accord- 
ingly, it was recommended that the basic 
exemption be raised from 15,000 yen to 24,000 
yen, that the credit for dependents be in- 
creased from the equivalent of 9,000 yen to 
12,000 yen, and that the initial twenty per 
cent rate be applied to the first 50,000 yen 
of taxable income instead of to the first 
20,000 yen. These modest reductions at the 
lower end of the rate scale were more than 
offset by much more substantial reductions 
at the upper levels. The top-bracket rate of 
the income tax was reduced from eighty-five 
to fifty-five per cent. It was probable that 
no one in Japan had ever paid in excess of 
an effective rate of from fifty to fifty-five 
per cent, due to widespread tax evasion and 
to the Oriental penchant for negotiation and 
compromise in tax matters. This reduction, 
therefore, was recognition of hard tax facts 
in Japan. The mission declared: 


“In short, we are of the opinion that under 
present conditions in Japan it is unwise to 
push the income tax rate much, if any, 
above 50 per cent. At least, if the rates do 
rise substantially higher, they should do so 
only over ranges of income where the num- 
ber of taxpayers is small enough to permit 
of a very thorough investigation and assess- 
ment of each taxpayer subject to these higher 
rates. 


“Nevertheless, we cannot be satisfied with 
the degree of high level progression in the 
tax system that is reflected by nothing much 
more than an income tax that is limited to 
a 50 or 60 per cent top rate. Every progres- 
sive tax system worthy of the name must 
provide a substantial obstacle to the ac- 
cumulation of huge fortunes that threaten 
to concentrate the control of the economic 
system in the hands of a few wealthy indi- 
viduals. This is a danger of particular 
significance to Japan.” * 


Net-Worth Tax 


Accordingly, it was proposed to levy an 
annual, low-rate tax on the net worth of 
well-to-do individuals, such net worth being 


‘ Ibid., Vol. I, p. 81. 


June, 1950 © TAX ES—The Tax Magazine 


Lone SER PE 


RE 





in 


n 


~ a wweee @¢2732 83 © fF 


as 





hough 
lit for 
ly in 
n has 
comes 
earner 
pay a 
)0 yen 
urrent 
Scord- 
basic 
24,000 
be in- 
yen to 
ty per 
10 yen 
» first 
at the 
> than 
ctions 
ate of 
‘y-five 
e that 
ess of 
-y-five 
n and 
n and 
iction, 
facts 


under 
ise to 

any, 
tes do 
do so 
num- 
yermit 
ssess- 
nigher 


| with 
in the 
much 
ed to 
»gres- 
must 
e ac- 
‘eaten 
nomic 
indi- 
icular 


vy an 
th of 
being 











LS IS: ERTS 


defined as the excess of the sum of their assets 
over the sum of their liabilities. The follow- 
ing schedule of rates was suggested: 


Net-W orth Bracket Rate of 
(Yen) Tax 
Less than 5 million.............. Exempt 
5 million to 10 million........... 0.5% 


10 million to 20 million........... 1.0 
20 million to 50 million . 28 
Above 50 million 3.0 


The arguments advanced in favor of the 
net-worth tax on wealthy individuals were 
that (a) it would aid in the administration 
of the income, estate and gift taxes since 
all individuals with net incomes greater than 
500,000 yen would be required to file state- 
ments of assets and liabilities; (b) the com- 
bination of income tax and net-worth tax 
would have far less effect on incentives and 
on production and investment than would 
an income tax designed to have the same 
degree of progression standing alone. The 
net-worth tax must be paid whether or not 
any income is received or whether or not 
any effort is made. Therefore, an individual 
will not be able to decrease his current net- 
worth tax liability by refusing to invest, or 
refusing to exert himself; (c) the net-worth 
tax is a superior and more selective means 
of preventing the growth of undue con- 
centrations of economic power since control 
over the economy is more nearly related to 
the ownership of wealth than to the receipt 
of income; (d) the net-worth tax gives an 
automatic discount to uncertain income; and 
(e) it requires a contribution to government 
expenses from those who merely hoard their 
wealth in an unproductive form that yields 
no income. 

While the net-worth tax is not expected 
to yield very much at first, possibly not in 
excess of two billion yen annually, the re- 
duction in the rates of the income tax are 
not expected materially to reduce the rev- 
enue yield therefrom. The reason for this 
is that more reasonable legal rates are 
expected to lead to more effective enforce- 
ment and greater taxpayer compliance, and, 
consequently, less evasion. 


Gifts and Estates 


Recommending that the existing gift and 
estate taxes in Japan be replaced by a cumu- 
lative accessions tax on the recipients of 
gifts and bequests, the mission declared: 


“The estate and gift tax laws now in force 
in Japan are very similar to corresponding 
laws in the United States. However, 
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experience in the United States with these 
laws has been by no means satisfactory. In 
fact, these taxes have been undergoing a 
considerable deterioration as a result of the 
growth of patterns of tax avoidance. The 
deterioration has been hastened by recent 
court decisions making increasingly fine dis- 
tinctions in increasingly complicated cases. 
. Accordingly, we recommend that 
Japan proceed no further down the path 
that has led to so unsatisfactory a condition 
in the United States.” ° 

The accessions tax recommended is a 
cumulative tax on the recipient of gifts and 
bequests and is to be graduated progres- 
sively according to the total amount of gifts 
and bequests received by a given individual. 
When a gift or bequest is received, it is 
added to.the total of taxable gifts and be- 
quests previously received, and a tax is com- 
puted on this total according to the current 
set of rates. A tax is also computed at the 
current set of rates on the previous cumula- 
tive total, and the difference between the 
two taxes is the tax currently due. Each 
recipient is, for administrative reasons, to 
be given a specific exemption of 150,000 yen 
over his entire lifetime, and the first 30,000 
yen of gifts or bequests received during each 
year from any one donor or testator is also 
to be excluded. 


‘*House-and-Land”’ Tax 


The mission was astonished to learn that 
the Japanese real-property, or “house-and- 
land” -tax, as it is called—though levied on 
all types of real estate, including factory, 
commercial and farm buildings as well as 
dwellings, at the fantastic rate of 500 per 
cent—yielded only two per cent of total tax 
revenues. It discovered that this was due 
to the fact that the base on which the tax 
has been levied is the estimated annual 
rental value as it stood before the war. It 
will be remembered that, in the meanwhile, 
the course of inflation has lifted the price 
level to some 200 times this base. It was, 
therefore, proposed that a new tax rate of 
134 per cent be imposed on the newly re- 
appraised current capital value (rather than 
rental value) of all real property, including 
not only land and buildings but also all de- 
preciable assets of business enterprises, such 
as machinery, vats, ovens, etc. The mission 
estimated that a rate of 134 per cent on cur- 
rent capital values would yield about fifty 
billion yen annually in contrast to the fourteen 
billion yen which the present 500 per cent 
rate on prewar rental valuations produces. 





5 Ibid., Vol. II, p. 143. 
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Bierce Shoup Report has the English 
translation of the Japanese printed on 
the facing pages. What you see on the 
right-hand page is what the Report has 
to say about the personal exemption. 
After studying this page, can anyone say 
that the Internal Revenue Code is compli- 
cated? The following is a quotation from 
the English on the page facing the 
Japanese equivalent. On page 533 is a 
quotation from the English which ap- 
peared in the Report opposite the Jap- 
anese which appears on page 532. 


“Moreover, it must be recalled that the 
rate schedule is not as steep as it looks 
in the table; the personal exemption and 
the deduction for dependents (and the 
earned income credit, for wage earners) 
| soften the rate of progression. A mar- 
ried wage earner with three children, for 
instance, does not reach the 40 per cent 
bracket rate until his annual net income 
| exceeds 212,000 yen. The first 20,000 is 
exempt under the earned income credit; 
24,000 more is exempt as personal ex- 
emption, and 48,000 more as deduction 
for four dependents. Of the remaining 
120,000 yen, 50,000 is taxable at 20 per 
cent (10,000 yen tax), the next 30,000 at 
25 per cent (7,500 yen tax), the next 
20,000 at 30 per cent (6,000 tax), and the 





Other Aspects 


While the mission’s exhaustive survey 
covered a great many more aspects of taxa- 
tion than the few mentioned above, there 
remains but one other suggestion of direct 
interest to Americans, and that is the pro- 
posal for the taxation of foreign nationals 
resident and doing business in Japan. The 
problem was complicated by the fact that 
any general recommendation the mission 
might make would apply equally to Chinese 
and Koreans, whose standard of living is in 
many cases lower than that of Japanese, as 
well as to Britons and Americans, whose 
level of living is much higher. Japanese 
businessmen, exporters particularly, com- 
plained of the unfair competitive situation 
in which they found themselves. They were 
heavily taxed but their British and American 
competitors paid no taxes whatsoever under 
the occupation. An American trader living 
in Tokyo, for example, not being a “resi- 
dent” of the United States would not be 
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final 20,000 at 35 per cent (7,000 yen 
tax). If he earned another 1,000 yen 
that year, it would be taxed at 40 per 
cent. On his income of 212,000 yen he 
pays 30,500 yen income tax, under this 
recommended schedule. 





“The following is the recommended 
rate schedule, devised to yield a total of 
288 billion yen for the year 1950 (fiscal 
year 1950-51): 


“Exemptions: 24,000 yen, plus 12,000 
yen for each dependent. | 


“Earned income credit: 10 per cent on | 


the first 200,000 of salary and wage 
income. 


“Rate Schedule V: 





“Oto 50,000 yen 20% 
50,000 to 80,000 25% 

80,000 to 100,000 30% | 
100,000 to 120,000 35% 
120,000 to 150,000 40% 
150,000 to 200,000 45% 
200,000 to 300,000 50% 
over 300,000 55% 


“Leveling the rates off at 45% would 
reduce the yield by about 12.3 billion 
yen; levelling off at 50% would reduce 
the yield by 4.6 billion yen. The yield 
estimate of 288 billion yen assumes... ..” 








subject to the United States income tax, and 
under SCAPIN 4938A (an occupation regu- 
lation binding upon the Japanese Govern- 
ment) income in nonyen currency earned in 
Japan by foreign nationals is exempt from 
Japanese taxes. Since the American or 
Briton could, and did, easily arrange for 
payment of all his income in nonyen cur- 
rency—the British often going to the extent 
of arranging to take payment in Hong Kong 
rather than in Japan—foreign nationals 
simply went untaxed. Because it was ob- 
viously never the intent of the United States 
Government to create a tax-free haven for 
Americans residing in Japan, the mission 
proposed that SCAPIN 4938A be rescinded 
as of January 1, 1950, thereby leaving the 
Japanese Government free to tax foreign 
nationals at the same revised, lowered rates 
that the Japanese themselves must pay. 
This seemed but equitable and just if a 
postoccupation criticism, by the Japanese, 
of American carpetbagging was to be avoided. 

(Continued on page 533) 
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Declaration of Estimated Tax 
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“Declaration of Estimated Tax 


“The self-assessed income taxpayer is 
supposed to estimate his income, and his 
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tax, for the current year, and pay one- 
third of it upon the filing of a return by 
June 30, a third by October 31, and the 
balance, corrected to reflect the tax on 
the actual income for the year, by 
January 31. 

“In practice, taxpayers tend to under- 
pay, and make it up with a large pay- 
| ment in January, especially under pressure 
of reassessment. We recommend that 
each taxpayer be required to enter on 
his preliminary declarations a figure for 
| income equal at least to his income for 
| the preceding year, as then finally deter- 
mined, and pay the tax installment on 








The Characters May Be Japanese But the Law Is American 


this amount. He could then be guaranteed 
against reassessment of the first two in- 
stallments. Some necessary exceptions to 
this rule are given in the appendix. 


“Withholding 


“Our questioning of taxpayers during 
our field trips convinced us that the em- 
ployee is fully aware of his national in- 
come tax burden, even when he files no 
return, but pays only through the with- 
holding system. But this awareness is 
limited to those cases where the pay en- 
velope, or an accompanying slip of paper, 
states clearly what the gross pay is and 
what each deductions from pay are for, 
and how much they are. We recommend 
that every employer be required .. ..” 





(Continued from page 530) 


The American Chamber of Commerce in 
Japan, has, however, since been bitterly pro- 
testing the mission’s recommendation and 
seeking relief from its provisions. The 
attitude of the occupation authorities,- has, 
thus far, quite properly been that the Ameri- 
can Chamber of Commerce may negotiate 
with the Japanese Government for some 
form of relief, such as a higher cost-of-liv- 
ing exemption, but that the Japanese Gov- 
ernment should not be denied the legal 
authority to tax foreign nationals as it does 
its own citizens. Thus the decision is left 
to the Japanese Government as to whether 


it wishes to encourage the participation of 
foreign nationals and foreign capital in the 
revival of the Japanese economy. 


If the Japanese adopt and earnestly carry 
into effective practice the mission’s proposals, 
they will have not only the most modern 
and advanced tax system of any oriental 
country but also one which is in some re- 
respects superior to prevailing occidental 
procedures. It will be interesting at some 
future point to study and compare those 
points of the new tax system which part 
company from, and represent improvements 
on, current western techniques. [The End] 





VACATIONISTS MAY RECEIVE TAX BREAK 


| On May 18 the South Dakota increased gasoline tax rate of 

| six cents per gallon became effective. However, the validity of the 
tax increase is currently being contested in the state’s supreme court, 
and those persons wishing to vacation in the Black Hills may find, by 
the time their holiday rolls around, that the rate has been reduced to 
the old figure, four cents per gallon. The Governor questioned the 
legality of the measure and withheld his approval on the ground that 
it was an appropriation bill and did not receive the required two-thirds 
majority vote of the legislative body. | 
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NET 


Fabian Bachrach 


THERE IS NEED 
FOR AN AMENDMENT 


porta IDEA of the importance of the 
net operating loss provisions may be 
gleaned from the fact that in the govern- 
ment’s fiscal year ended June 30, 1947, 
quick-refund claims, which are ninety-day 
claims filed on Form 1139 under Section 
3780, Internal Revenue Code, totalled close 
to a billion dollars and were filed in behalf 
of 5,600 corporations. 


Since then, the number of corporations 
filing these claims has been increasing 
steadily, the amount involved, however, be- 
coming less. For the 1949 fiscal year, about 
15,000 corporations filed these claims for 
a total of $185 million. 


In the case of individual taxpayers, the 
number of claims and the amounts in- 
volved have increased since the practice of 
quick-cash refunds was instituted. About 
1,500 claims, aggregating about $8 million, 
were filed in the fiscal year 1947; over 
9,000 claims, for over $18 million, were filed 
in the 1949 fiscal year. 


These figures indicate how our large 
corporations needed the help of the carry- 
back provisions in the first years after the 
war. Since then, the smaller corporations 
and individual taxpayers have needed the 
help of Section 122 to an increasing de- 
gree. I have no recent figures covering claims 
filed on Form 843 in regular course. 


The net operating loss provisions were 
enacted primarily to give relief to taxpayers 
engaged in businesses where the income 
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LOSS DEDUCTION 


OPERATING 


fluctuates considerably from year to year. 
It was a recognition of the fact that a par- 
ticular year is a more or less artificial 
dividing line and that a longer period is 
necessary to reflect properly the economic 
progress of a business enterprise. 


We, therefore, have a cycle which is in 
most cases of five-year duration, two years 
back and two years forward from a par- 
ticular taxable year. The President has 
recommended that the cycle be lengthened 
to seven years, one year back and five years 
forward. 


In general, the net operating loss is a de- 
duction under Section 23 (s) of the Code 
and its operation is outlined in Section 122, 
subsections (a) to (e). 


While the theory of Section 122 is basically 
simple, a not inconsiderable amount of litiga- 
tion has arisen. Much of this was centered 
around the interpretation of subsection 
(d) (5) which states in substance that a de- 
duction otherwise allowable under other 
sections of the Code, but not attributable 
to the operation of a trade or business 
regularly carried on, shall, in the case of 
a noncorporate taxpayer, be allowed only 
to the extent of gross income not derived 
from such trade or business. 


Much difficulty has arisen over the 
word “operation” and the phrase “regu- 
larly carried on.” 


Another source of controversy that has 
been the subject of a number of court deci- 
sions has been caused by corporations which, 
after comparatively heavy excess profits 
tax years, have proceeded first into a period 
of comparative inactivity and then to liquida- 
tion. This has created unused excess profits 
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credit carry-backs to the excess profits tax 
years, with resultant claims for refund. It 
would indeed be hard to imagine the Com- 
missioner not resisting these claims. 


Still another issue that has been the 
subject of litigation has concerned itself 
with the status of operating loss carry-overs 
and excess profits credit carry-overs from 
one entity to a successor entity. 


Another cause of litigation has been the 
treatment of carry-évers and carry-backs 
from separate corporate returns in one year 
to consolidated returns in another year and 
vice versa. 


Some Section 122 (d) (5) Cases 


A particularly interesting case was that 
involving one Merrill, decided by the Second 
Circuit on March 9, 1949 (49-1 ustc J 9203, 
173 F. (2d) 310). Merrill was a partner 
in a stock-brokerage concern in 1939 and 
retired from his firm on March 31 of that 
year, at which time his capital account 
had a credit balance of $73,000. A dispute 
arose between Merrill and his partners which 
was settled in 1940 by Merrill paying the 
firm an extra $60,000 beyond his credit 
balance. The settlement, accordingly, cost 
Merrill $133,000. The firm in turn released 
Merrill from ali further liability in connec- 
tion with its partnership business. 

After Merrill withdrew in 1939, he carried 
on a similar business on his own and in 
1940 he became a limited partner in a new 
firm which took over the business of the 
old firm from which he had retired. Merrill 
deducted $133,000 as an ordinary loss in 
1940 and he sought to carry over his net 
loss to 1941. 
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It should be mentioned in passing that 
the net operating loss deduction is not 
allowed to a partnership as such, but is 
available to the individual partners. 


The question here arose—Did Merrill’s 
loss come from the operation of a business 
regularly carried on by him? The Tax 
Court said that his loss occurred as a re- 
sult of the sale of his partnership interest 
and, inasmuch as he was not in the business 
of buying and selling partnerships, the loss 
had to be disallowed. The Circuit Court 
rejected this reasoning as unrealistic but, 
nevertheless, decided against Merrill on the 
ground that Merrill’s payment was made 
to obtain a release from further liability, 
a guarantee to limit his liability, and that 
such a guarantee payment, in the opinion 
of the court, did not result in a loss 
attributable to the operation of a business. 


It is possible that if Merrill could have 
had his old partnership agreement modified 
to limit his share of future losses from 
the partnership to the sum of $133,000, his 
distributive share of such losses would have 
been deductible by him in the year or 
years in which the partnership closed its 
accounts. 


It is interesting to observe that the court 
in its decision made the observation that: 
“Had his [Merrill’s] payment been made to 
discharge him from firm debts which were 
acknowledged to be due, we think he would 
have sustained a statutory net operating loss.” 


This observation follows the reasoning 
of an old case, Marston, decided in 1932 
by the Circuit Court of the District of 
Columbia (3 ustc $911, 57.F. (2d) 611). 
In this case, a partner. ‘was allowed to 
carry over to 1923 a loss: paid in 1922 in 
connection with a partnership that was dis- 
solved in 1920. 


Another case concerned taxpayers Milton 
Pettit and his wife (49-1 ustc § 9296, 175 
F. (2d) 195 (CA-5, 1949)) who purchased 
an orange grove in California in 1931, oper- 
ated it at an almost continuous loss and 
in 1942 sold it at a loss of $27,000. The 
Commissioner allowed $4,000-as applicable 
to operations and permitted it to be carried 
back to 1941. The taxpayers carried the 
remaining loss of over $23,000 forward to 
1943, claiming it as a net operating loss 
deduction. The court decided for the 
government, stating: 


“We think this loss was not one in- 


curred in the operation of the trade or 
business and was not an operating loss at 
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all. The plant was sold not in operating 
a business but because the business was 
not to be operated any more.” The Tax 
Court in sustaining the government com- 
mented that the petitioner was engaged in 
the business’ of producing and selling citrus 
fruits and this loss was primarily incurred 
because of the sale of the land and the 
plant situated on it. 

While one cannot find fault with this 
reasoning in a technical sense, yet it is 
apparent that these taxpayers were com- 
pelled to dispose of their property because 
operations were not successful. 


A similar conclusion was reached in the 
case of Joseph Sic, decided by the Eighth 
Circuit on October 28, 1949 (49-2 ustc 
4 9439, 177 F. (2d) 469). This taxpayer 
lived on a farm and made a business of 
farming. In 1919 he purchased, near his 
home, an unimproved farm, which he 
cultivated. In 1942 he sold this land at 
a loss of over $15,000. In 1943 he sought 
to apply this loss, incurred in 1942, as a re- 
duction of his income from farming in 1943. 

Both the Tax Court and the Eighth 
Circuit agreed with the Commissioner that 
the loss was not “attributable to the opera- 
tion of a trade or business regularly carried 
on by the taxpayer.” The court merely 
followed the principle that had been de- 
cided previously in the Lazier case (49-2 
ustc § 9402, 170 F. (2d) 521 (CA-8, 1949)). 
In that case, the taxpayer also sustained 
a loss from the sale of farm lands and 
farm machinery. The Eighth Circuit on 
November 10, 1948, held that the taxpayer, 
being in the business of farming, should 
not be allowed to deduct, as an operating 
loss, a loss sustained from the sale of his 
farm property. 

There are other cases involving this 
. principle, all to the same effect, and in 
practically every instance the taxpayer has 
come to grief on this issue. The fault 
probably does not lie with the Commissioner 
or the courts. It would appear that the 
decisions mentioned are a logical follow- 
through of the language of Section 122 
(d) (5). It is too much to expect the 
courts to give other than literal meaning to 
the words “operation of a business regularly 
carried on.” 

The court in the Lazier case said: “It 
is possible that the Commissioner, the Tax 
Court and the Districts Courts, which 
have approved the Commissioner’s interpre- 
tation of the statute, may have miscon- 
ceived the intent of Congress with respect 
to the character of net losses which could 
be carried forward or back. . . .” 


The intent of Section 122 was to level 
out the economic life of a taxpayer engaged 
in business. Our taxpayer, Merrill, sus- 
tained his loss because of the business in 
which he had been engaged. The loss of 
the farmer, Sic, certainly arose out of his 
business and the Pettits suffered their re- 
verses because they tried to make profits 
from an orange grove in California. 

Why deny these taxpayers relief from 
a true and real business loss which they 
in fact sustained? Congress should be 
urged at this current session to add a pro- 
vision to Section 122 (d) (5) which would 
permit losses of noncorporate taxpayers, 
otherwise deductible under other sections 
of the Code, to be similarly allowed as net 
operating loss deductions, provided such 
losses occurred either in the operation of 
a trade or business or because of the tax- 
payer having been engaged in a trade or 
business for purposes of profit. 


Corporations in Liquidation 


Now we turn to cases concerning corpo- 
rations in liquidation who endeavored to 
avail themselves of unused excess profits 
credit carry-backs. With the passing years, 
this, of course, becomes academic but, at 
the moment, is still a subject of controversy. 

The Fifth Circuit, on March 17, 1949, 
decided in the case of Wier Long Leaf 
Lumber Company (49-1 ustc ¥ 5930, 173 F. 
(2d) 549) that the company was entitled 
to a carry-back to 1943 but not to 1944. 
The facts were as follows: 

The petitioner, a Texas corporation, had 
operated a lumber mill since 1917. In 
December, 1942, resolutions were adopted 
providing for the liquidation of the corpo- 
ration and its eventual dissolution. It made 
a liquidating distribution of over $1 million 
in December, 1942, and carried into 1943 
total assets of $900,000. After another 
liquidating distribution in 1943 of $270,000, 
it had, on December 31, 1943, gross assets 
left of over $140,000 which it carried into 
1944. The balance sheets, at the end of 
1943 and 1944, showed a net worth of 
$134,000 and $138,000, respectively. No dis- 
solution papers had been filed with the 
secretary of state of Texas and the corpo- 
ration filed the required federal tax returns 
for 1943 and 1944. Its 1943 return dis- 
closed gross income of $37,000 and a total 
tax on net income of $2,000. Its income 
tax return for 1944 showed income of $1,400 
and deductions of $1,900. It was stipulated 
between the parties that if the taxpayer 
were entitled to carry back an unused excess 
profits credit to the year 1943, this would 
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amount to about $322,000. Inasmuch as 
the petitioner’s income was about $302,000 
in 1941, it would have the remaining $20,000 
of the 1943 carry-back to apply. against 
1942 excess profits net income. In 1944, 
the taxpayer had no excess profits net income. 
Here it was also stipulated that unused 
excess profits credit carry-back from the 
year 1944 to 1942 would amount to $322,000. 


The basic question presented here was, 
in the words of the court: 

“Is a corporation which, pursuant to 
resolution adopted on December 14, 1942, 
began liquidation in 1942, and continued 
in liquidation in 1943 and 1944, entitled 
for the years 1943 and 1944 to the benefit 
of the unused excess profits credit carry- 
back provisions of Section 710 (c)(3)(A) ?” 

The Tax Court denied a carry-back on 
the theory that a corporation in liquida- 
tion was not a “corporation” within the 
meaning of the Internal Revenue Code. The 
Circuit Court discarded this reasoning and said 
that the only pertinent inquiry was whether 
the corporation was still, in fact, in ex- 
istence. In other words, how far had the liqui- 
tion progressed? The court also made the 
significant statement that, despite the fact 
that a corporation is in existence in a formal 
sense, if the corporation has no substance 
and is serving no real purpose, it must be 
treated as “dissolved de facto,” a rather 
unique term. 


The court then proceeded to the con- 
clusion that the degree of activity of the 
corporation had reached substantial dimin- 
ishment by the end of 1943 and that, there- 
fore, it was not entitled to an excess profit 
credit carry-back from the year 1944 but 
that it was entitled to one from the year 
1943. The court added the observation that 
at the end of 1943 the taxpayer had no 
further valid reason for delaying the dis- 
solution and concluded that the corpora- 
tion was de facto dissolved as of December 
31, 1943. 

The same reasoning was followed in the 
case of A. H. Bowman & Company, de- 
cided on May 17, 1949, by the District 
Court of Kentucky (49-1 ustc 5935, 84 
F. Supp. 200). This corporation was in 
the transfer business in 1944. It sold some 
of its equipment, including drays and motors, 
to a newly formed corporation called the 
Bowman Company. After the sale of this 
equipment, it ceased engaging in the trans- 
fer business. In August, 1945, the stock- 
holders and directors of the first corporation 
decided to liquidate “fas soon as its obliga- 
tions are reasonably at an end and the 
balance of its property disposed of.” Then 
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followed a series of disbursements, including 
disbursements in kind, of the corporation’s 
real estate stocks and bonds. In the years 
1945 and 1946, the income consisted of 
dividends, interest and some real estate 
rentals. The taxpayer claimed an unused 
excess profits credit for 1945 which it wanted 
to have carried back to 1943. Similarily, it 
claimed a carry-back from 1946 to 1944. 

The Commissioner contended that A. H. 
Bowman & Company ceased business in 
October, 1944, following the sale of its 
transfer equipment and that the distribution 
could have been made at that time as 
effectively as was done later. 

The court, in deciding for the taxpayer, 
quoted an earlier case, U. S. v. Cummins 
(48-1 ustc J 9176, 166 F. (2d) 17 (CCA-6, 
1948)), as follows: 

“It has been held from an early date 
that a taxpayer has the right to decrease 
the amount of what otherwise would have 
been his taxes or altogether avoid them by 
means which the law permits.” The court 
decided that the period covered by the 
dissolution, from October, 1944, to October, 
1946, was not an unusually long one for 
the dissolution of a corporation with assets 
comparable to this taxpayer. 


Another case worth reviewing is that of 
Winter & Company, Inc. (Indiana). It was 
decided by the Tax Court in July, 1949 
(CCH Dec. 17,106, 13 TC 108). Winter 
was in the business of assembling pianos 
from parts supplied by its parent corpora- 
tion, Winter & Company of New York. 
Its fiscal year ended January 31 and on 
April 30, 1942, the corporation ceased 
all operations and turned over its equip- 
ment and other assets to its parent. There 
were no earnings and no business expenses 
subsequent to April 30, 1942. The taxpayer 
claimed, under Section 710 (c)(3)(A), the 
right to carry back to 1942 unused excess 
profits credits, amounting to about $20,000 
and $25,000, respectively, for each of its 
fiscal years 1943 and 1944 and also claimed 
a net operating loss carry-back from 1944 
to 1942 because of certain nominal expenses 
that had been incurred. 

The court here found that this subsidiary 
was a mere shell, dissoluble at the will of 
its parent, and that there was no purpose 
to its existence beyond April 30, 1942. 

It accordingly decided that the period 
of three months from the beginning of 
February to the end of April, 1942, was 
to be placed on an annual basis, in accord- 
ance with Section 711 (a)(3)(A), and also 
that, within the meaning of Section 710 
(c)(3)(A), the fiscal period May 1, 1942, 
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to January 31, 1943, and the fiscal year 
1944 were not part of the petitioner’s cycle 
of tax years for the carry-back of unused 
excess profits credit. 

The court distinguished this case from 
the Kingman case decided by the Fifth 
Circuit on November 4, 1948 (48-2 ustc 
{ 5927, 170 F. (2d) 408). The taxpayer in 
this instance successfully resisted the’ Com- 
missioner’s attempt to require it to annualize 
its income for three months of its calendar 
year 1943, notwithstanding the fact that 
its only business after April, 1943, was to 
prosecute a Section 722 claim which it 
subsequently abandoned and to collect some 
postwar refunds of excess profits taxes 
and interest on overassessment. The line 
drawn seems to. be very tenuous. 

As might be expected, the Winter case 
has been appealed by the taxpayer. 

Another case involving the carry-back of 
excess profits tax credit of a corporation 
in liquidation was that of Capps, Inc., decided 
by the United States District Court, Southern 
District of California, in August, 1949 (49-2 
ustc { 5942, 86 F. Supp. 712). This firm had 
been in the plumbing supply business since 
1929, at which time Mr. Capps organized, 
as an individual, the South Gate Pipe and 
Supply Company. The corporation on Janu- 
ary 31, 1944, sold its inventory to Mr. 
Capps’ firm for $27,000, the corporation 
retaining the other assets, such as cash, 
autos, etc. After the transfer of the in- 
ventory, the corporation’s only business was 
to advance funds to Mr. Capps’ company. 
The court here, however, decided that “there 
is nothing to show that any steps were 
taken to dissolve the corporation. On the 
contrary it continued to pay its license 
tax and perform all its corporate functions, 
except that it curtailed its activities in the 
field of plumbing contracting. There being’ 
no charge of fraud, the corporation cannot 
be treated as a non-existing entity or as 
an entity about to go out of existence in 
order to deprive it of the benefits of the 
unused credit carry-back for the entire 
fiscal year.” 


Worthless-Stock Loss 
Used to Offset Earnings 


A fascinating case, Western Pacific Rail- 
road. Corporation v. Western Pacific Rail- 
road Company, was decided in September, 
1949, by the United States District Court, 
Northern District of California (49-2 ustc 
7 9399, 85 F. Supp. 868). 

The railroad corporation was the parent 
of the railroad company. In 1940, the 


capital stock of the subsidiary was found 
to be worthless and the parent, as the 
owner of the subsidiary’s stock, was not 
allowed to participate in the reorganiza- 
tion of the subsidiary. 

The reorganization plan contemplated 
transfer of the stock in the subsidiary 
company to a reorganization committee. 
This transfer was, however, not accom- 
plished until four years later, in 1944. In 
the meantime, following a practice that 
had prevailed throughout the years, a con- 
solidated return was filed in 1943 which 
included, as an operating loss deduction, a 
loss which the parent incurred as a result 
of the worthlessness of the subsidiary’s 
stock. This deduction, amounting to $75 
million resulted in a tax saving of about 
$17 million to the subsidiary. A carry-back 
refund claim to 1942, when the parent had 
substantial earnings, was also filed. Ap- 
parently, the subsidiary had become profita- 
ble while the parent still was the technical 
owner of its stock. A dispute arose with 
the Commissioner as to date of the worth- 
lessness of the stock, which was finally 
determined to be 1943. 

The parent subsequently brought suit 
against the subsidiary to recover the $17 
million which the latter had saved. 

The court in its decision stated that, in 
its opinion, Congress did not intend that 
Section 23 (g) (4) (which allows, in full, 
a loss on the worthless stock of a sub- 
sidiary) should be used by a parent to 
enable it to charge off as worthless the 
cost of its investment in that subsidiary 
and apply such charge-off against the same 
earnings of the subsidiary. 

The court refused to order the subsidiary 
to reimburse the parent and stated that it 
would have set aside the tax determination 
if it had had the power to do so. 


Problems 
of **Successor’’ Corporations 


It is now appropriate to review litiga- 
tion concerning the right of a successor 
corporation to the excess profits credit 
carry-over of a predecessor. The principles 
developed on this question would probably 
be similarly applicable to net operating loss 
carry-overs. 

In 1934, the United °States Supreme 
Court, in the New Colonial Ice case (4 
ustc J 1292, 292 U. S. 435), held that “a 
successor cannot deduct a net operating 
loss suffered by a predecessor.” 

A case that reveals the legalistic con- 
cepts which must perforce prevail in the 
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interpretation of the tax laws is that of 
a glove concern known at the time as 
Esspie Glove Company, which later was 
owned by new stockholders, changed its 
name to the Alprosa Watch Company and 
switched from the glove line to the jewelry 
business, although it used the same cor- 
porate charter. Only. for the reason that 
the watch company was in a technical 
sense the same taxpayer (the same entity 
as the glove company) were the income 
and expenses considered as one, and the 
net operating losses and unused excess 
profits credit of the glove business con- 
sidered available to the jewelry company. 
Speaking in terms of substance, the old 
business in fact became an entirely new 
one but the charter of the first was broad 
enough to allow it to go from out of one 
line into another. This situation predated 
the enactment of Section 129. However, 
the court indicated that probably no Sec- 
tion 129 offense existed, as there was no 
“acquiring” person or corporation and no 
evidence of a primary motive to escape 
taxation (Alprosa Watch Corporation, CCH 
Dec. 16,559, 11 TC 240). 


In the New Colonial Ice case (4 Ustc 
q 1292, 292 U: S. 435, 54 S. Ct. 788 (1934)), 
the successor took over a predecessor that 
had become financially embarrassed. The 
old corporation had issued some of its 
capital stock without adequate considera- 
tion and there was general confusion which 
made it desirable to form a new corpora- 
tion, with stockholders substantially the 
same as in the old. 


The Supreme Court pointed out that 
those at interest sought to straighten out 
a bad situation by the creation of a new 
corporation; that by doing this they created 
a new taxpayer not entitled to the ad- 
vantages, if any, possessed by the old 
corporation. 


In the Alprosa case, stockholders changed 
and the line of business changed but the 
corporate entity remained the same. Neither 
of these cases, however, seemed to deal 
with the question of what would happen 
to the carry-overs in the event of a statu- 
tory merger. 


This issue was raised in the Stanton 
Brewery case, decided by the Second Cir- 
cuit on July 25, 1949 (49-2 ustc { 5941, 176 
F. (2d) 573). The petitioner, the Stanton 
Brewery, Inc., was formed by merger with 
the John Stanton Brewing and Malting Com- 
pany. This was on December 31, 1941. 
The original Stanton Brewery had been 
an operating company and practically all 
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of its shares were owned by the malting 
company. Upon the merger, the malting 
company took the name of the operating 
company. In 1942, the first year of its 
merged existence, the new Stanton Brewery 
Company deducted the unused excess prof- 
its credits of its predecessor component 
corporations for 1940 and 1941. 


The Commissioner disallowed the deduc- 
tion of the operating company’s credit 
carry-over and was sustained by the Tax 
Court. The Second Circuit decided for 
the taxpayer and pointed out that a mer- 
ger presented a different situation from 
that which prevailed in the New Colonial 
Ice case. 


In this Stanton case, the parent ab- 
sorbed its subsidiary and was allowed the 
use of the excess profits credit of the 
absorbed operating company. 


The Commissioner contended that the 
new company was not the taxpayer which 
had an unused excess profits credit in 
1940 and 1941. The court, however, de- 
cided that in substance we must regard 
“the resulting corporation as the union of 
component corporations into an all em- 
bracing whole which absorbs the rights 
and privileges as well as the obligations of 
its constituents.” Much was made of the 
fact that under Section 85 of the New 
York Stock Corporation Law, a corpora- 
tion resulting from a statutory merger 
takes over the assets and liabilities of its 
predecessors. <A carry-back claim, actual 
or potential, is of course an asset. 


The reasoning that takes us to sub- 
stance, instead of form, is always refresh- 
ing. Yet, it may be questioned whether 
a merger of this type is sufficient basis 
for upsetting the taxpayer-entity concept. 
If one corporation were to absorb another, 
it would seem that only the swallower’s 
past carry-overs are safe. The carry-over 
possessed by the swallowed may be in doubt 
until the Stanton case becomes final dictum. 


Carry-Overs—Separate to 
Consolidated Returns and Vice Versa 


We now turn to a case involving the 
treatment of net operating losses in the 
case where separate returns were filed and 
it was sought to carry over a net operat- 
ing loss of a separate return to a con- 
solidated return year. I refer to the case 
of Capital Service, Inc., decided by the 
Tax Court in May, 1949 (CCH Dec. 16,970 
(M), 8 TCM 459), and affirmed by the 
Ninth Circuit on March 16, 1950 (50-? 
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ustc § 9244). This company filed a sepa- 
rate return in 1941 and showed a net op- 
erating loss. In 1943, it filed a consolidated 
return with its subsidiary. The subsidiary, 
however, had all the income in the 1943 
year and the parent had none. It was 
held that in this instance the operating 
loss of 1941 could not be applied against 
the consolidated income. This decision 
was rendered on the basis of Regulations 
104, Section 23.31 (d) (3), which state, in 
part, that a net operating loss carry-over 
from a separate return year shall not ex- 
ceed the sum of the corporate net income 
and separate net capital gain included in 
the consolidated net income tax year. 

In this instance, the separate entity had 
no income in the consolidated return year 


and, therefore, could not carry over its 
prior net operating loss. 

A somewhat opposite situation was passed 
upon by the Tax Court in the case of 
D. J. Jorden (CCH Dec. 16,711, 11 TC 
914), fiduciary for the Bemidji Wood Prod- 
ucts Corporation. The taxpayer claimed 
an excess profits credit carry-over to a 
separate return for losses that had been 
included as a deduction from the excess 
profits net income of a group with which 
Bemidji had heretofore been affiliated. The 
petitioner also claimed a net operating loss 
carry-over from 1939 to 1941 of a loss 
Bemidji, as a separate corporation, had 
sustained in 1939. 

In 1940, Bemidji had the following affilia- 
tions with indicated operating results: 


Dates A filiation Loss 
1940 
l/ ito 4/ 2 Utilities Power & Light .. $ 7,547.51 
4/ 3to 10/15 oe ee 2,030.74 
10/16 to 12/31 None ...... 582.57 
Total Loss 1940 $10,160.82 


The losses from January 1 to October 
15, 1940, were reflected in the excess profits 
tax returns of Utilities and Ogden. Bemidji 
sought to reduce its separate excess profits 
net income for 1941 to the extent of its 
entire operating losses in 1940 of $10,160.82. 

The Tax Court found that “under our 
interpretation of Regulations 110, Section 
33.31 (e), that portion of the net operating 
loss for 1940 which was sustained by Bemidji 
during the consolidated return periods can- 
not be used in computing its excess profits 
tax net income for 1941, which was a 
taxable year subsequent to the last con- 
solidated return period of the group.” 


The Tax Court permitted the carry-over 
- of $582.57, the portion that had not been 
made part of the earnings of the con- 
solidated group in 1940. It also ruled 
that Regulations 110, Section 33.31 (e), 
prohibited Bemidji from carrying over to 
1941, a separate return year, a loss sus- 
tained by it prior to the time it became 
a subsidiary of an affiliated group and 
participated in the consolidation. 


Computation of Carry-Overs— 
Law Applicable 


The Supreme Court, in Reo Motors, Inc. 
(50-1 ustc 7 9130, 338 U. S. 442, 70 S. Ct. 
283), affirmed a decision of the Sixth Cir- 
cuit in deciding that a net operating loss 
must be computed under the tax laws in 


effect in the year in which the loss was 
sustained rather than under the law ap- 
plicable in the year to which the loss is 
carried over. The company, because of 
the worthlessness of its subsidiary’s stock, 
sustained a loss in 1941 which it desired 
to carry over to 1942. Under Section 23 
(zg) of the law in 1941, such a loss was a 
capital loss. Under the 1942 Act, the loss 
was an ordinary loss. The court concluded 
that under Section 122 (d) (4), the 1941 
rule had to apply and the loss could not 
be recognized for the purpose of a net 
operating loss deduction in 1942. 


This decision also overrules the Fifth 
Circuit in the case of Moore, Inc. (45-2 
ustc § 9430, 151 F. (2d) 527), which also 
involved the years 1941 and 1942, with the 
difference, however, that the treatment of 
net capital losses was at issue instead of 
the loss of investment in a subsidiary. The 
Circuit Court had held that the operating 
loss should be computed in accordance 
with the law in effect in the year to which 
the loss was carried over, in this instance 1942. 





This conclusion has in effect now been 
reversed. 


The cases reviewed herein concerning the 
net operating loss deduction, in addition to 
indicating the need of a change to Section 
122 (d) (5), also reveal the attitude of the 
courts on some interesting phases of cor- 
porate liquidations and reorganizations. 


[The End] 
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Regulated Investment Companies 


By LESTER W. RUBIN 


WHAT ARE THE FACTORS AND THE TAX RESULTS INVOLVED WHEN A 
COMPANY IS CLASSIFIED AS A REGULATED INVESTMENT COMPANY? 





| “AVE you ever bought stock and been 
mildly puzzled a short time later to 
receive a dividend check, with the com- 
pany’s notation that part of the dividend 
was a long-term capital gain to you? 
Most of such dividend recipients can be 
divided into two classes-—-those who have 
“knowledge” and those who have faith. 
The former “know” that to have a long- 
term capital gain, stock must be held over 
six months. So they blithely ignore the 
notation and consider the whole amount as 
a dividend. They may even consider sell- 
ing the stock on the theory that, if the 
rest of the company advisors know as little 
as the tax man, it can’t be a very good 
company. Those who have faith, however, 
shrug their shoulders, assume that since 
the company said so (and in writing, too!) 
it must be so, and they don’t concern 
themselves about the whys and wherefores. 
But why? Why may $1.62 of the Leh- 
man Corporation’s 1949 dividend be long- 
term capital gain, whereas none of the 
$9 paid by American Telephone and Tele- 
graph Company may be so considered ? 


The answer is, simply, that there is a 
type of corporation favored by the tax 
law—the regulated investment company. 
Conforming to special regulations and care- 
fully maintaining investments so as not to 
exceed the limits set by the law, these 
companies are allowed to pass all of their 
current earnings on to their stockholders 
with no deduction for corporate income 
tax. They may also distribute all of their 
capital gains to their stockholders without 
paying any tax. So foreign to most tax- 
payers is the concept of a business corpo- 
ration that doesn’t pay taxes on its earnings, 
that the mere mention of the fact will 
bring, at the very least, raised eyebrows. 
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But it is true and it is the purpose of this 
article to set down, as simply as possible, 
the factors and the tax results involved 
when a company is classified as a regulated 
investment company. 


Investment companies have been in exist- 
ence in this country for many years. 
Formerly known as investment trusts, they 
fell into some disrepute in the early ’thirties 
because many were overextended and failed 
to survive the 1929 debacle, a fact which 
left a rather sour taste in the mouths of 
investors. Actually, the idea behind an 
investment company is fundamentally sound. 
It is, of course, usually unwise to put all 
of your financial eggs into one_ basket. 
Diversification is the ideal—diversification 
by type of securities, by industries, by 
geography, etc. But how is the man with 
a capital of, say, $2,000 going to achieve 
any real diversification? And, perhaps more 
important, how can he afford the large 
amounts of time that are necessary to 
choose investments wisely and to make 
timely and well-considered changes? Ex- 
pert knowledge is required and most people 
haven’t the aptitude, the desire or the time 
to become experts in this field. As a re- 
sult, tips and hunches take the place of 
analysis and research. 


A group of investors pooling their money 
can hire experts at relatively small expense 
to each of them. Thus, the group can get 
thorough investigation of risks, diversifica- 
tion and an expertly managed fund. Enter 
the investment company. 


Investment companies have much to offer 
the investing public. From the wide variety 
of such companies, investors have the choice 
of having their funds managed conservatively, 
speculatively or in varying degrees in be- 
tween. Some funds invest only in certain 
industries and some diversify completely. 
Then there are those dealing in “special 
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situations” which seem to have better than 
average appreciation possibilities. Records 
of the various managements are available 
and results may be compared to standard 
market indices. Of course, you cannot 
invest in just any investment company, 
as you should not invest in just any stock 
without first investigating throughly, but, 
if your aim is to achieve diversification and 
to rid yourself of most stock-management 
worries, an investigation of investment com- 
panies will be very much worth while.’ 


Two basic types of investment companies 
exist—the open-end and the closed-end. An 
open-end company may issue new shares 
almost without limitation. These shares 
are purchased from the company and, when 
the investor decides to “sell” his securities, 
he merely turns them back in to the com- 
pany. These shares are not sold on any 
exchange or over the counter. Both the 
original purchase and the resale to the 
company are made at a price based on the 
market value of the underlying assets. Ap- 
proximately seven and one-half per cent is 
added to the purchase price and this is 


usually the only charge made by the com-- 


pany for handling both the purchase and 
the sale. It is only in a few instances 
that any charge is payable on redemption. 


Shares of closed-end companies, on the 
other hand, are traded in just as any ordi- 
nary stock shares. They are either listed 
on one of the exchanges or sell over the 
counter. Only a specifically authorized 
number of shares are issued and they are 
transferred between stockholders with the 
usual brokerage commissions and taxes added. 


It is apparent that an inordinate cost 
would be paid by the investor for invest- 
ment company advantages if, before he 
received it, the income was taxed at regular 
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corporate rates. His income would then 
be subject to three taxes instead of the 
usual two—one, on the original corporate 
profit—two, on the investment company 
profit (although this would be reduced to 
the extent that the dividends received credit 
was available)—and three, the investor's 
own personal income tax. So, in 1936, 
Congress passed a law which, under cer- 
tain conditions, exempted the distributed 
income of mutual investment companies 
from taxation. Because of the mutual 
provision, no such immunity resulted for 
closed-end companies. However, in 1942, 
both types were brought under the protect- 
ing wing of the law. 


Government Requirements 
for Regulated Investment Companies 


As might be imagined, requirements for 
tax exemption of this type are strict and 
these requirements must be fully met. They 
are set forth in Sections 361 and 362 of 
the Internal Revenue Code and in the 
applicable regulations. First, the company 
must be registered with the SEC under the 
Investment Company Act of 1940, either 
as a management company or as a unit 
investment trust. Then, at least ninety 
per cent of the gross income of the com- 
pany must come from dividends, interest 
and gains from securities. To prevent specu- 
lation, though, less than thirty per cent of 
the income can be from sales of stock or 
securities which have been held for less 
than three months. 

Personal holding companies are expressly 
excluded from participation in these bene- 
fits. This is to prevent small groups of 
stockholders from nullifying the personal 





1 For an excellent work on investment com- 
panies genefally, with details on most of the 


companies in the field, see the yearly book 


Investment Companies, published by Arthur 
Wiesenberger & Company, 61 Broadway, New 
York, New York. 
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holding company provisions of the law and 
from manipulating investment income to 
their tax advantage. 


Investments must be diversified also. At 
the end of each calendar quarter, the fol- 
lowing conditions must be met: 


(a) At least fifty per cent of the com- 
pany’s total assets must be 


(1) in cash (or its equivalent including re- 
ceivables), government securities, securities of 
other regulated investment companies and/or 

(2) (i) in securities of one issuer in an 
amount not in excess of five per cent of 
the investment company’s total assets, and 


(ii) in an amount of less than ten per 
cent of the issuer’s outstanding voting 
securities. 


(b) The remaining fifty per cent of the 
assets need not be in any particular form 
nor do they have any particular percentage 
requirements except one—that is, that not 
more than twenty-five per cent of the total 
assets of a regulated investment company 
may be invested in the securities of one 
issuer, Likewise, not more than twenty-five 
per cent may be invested in the securities of 
two or more issuers which taxpayer con- 
trols and which are engaged in similar or 
related trades or businesses. The definition 
of “control” here should be noted carefully 
—it means ownership of merely twenty 
per cent of the combined voting stock. 
Government securities and those of other 
regulated investment companies are not in- 
cluded in this restriction. 

When considering the percentages of the 
total assets for limitation purposes, market 
value is used. If there is no market avail- 
able, the fair value determined in good 
faith by the board of directors is used. 
The regulated investment company must 
meet the above requirements at the close 
of each quarter, but it will not lose its 
status merely because a discrepancy arises 
subsequently if it is caused by fluctuations 
in market values. However, if immediately 
after the purchase of a security and as a 
result thereof, the percentage requirements 
are not met, the company will lose its 
status at the end of the quarter. But, if 
the discrepancy is eliminated within thirty 
days after the end of the quarter, status 
will not be lost. 

The last requirement is that an election 
to be a regulated investment company must 
be filed with the tax return. Once made, 
the election is irrevocable and the company 
will be so considered as long as it meets 
the requirements. It would seem that, if 
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a company found it desirable not to come 
within this classification, it could remove 
itself very simply by merely buying a larger 
percentage of certain securities than the 
law permits. 


Shareholders’ Tax Savings 


If all of the law’s demands have been 
met and the company has been officially 
dubbed “regulated investment company,” 
what then? Well, first it may distribute 
all of its income to its shareholders with- 
out the imposition of a corporate tax. 
Since the corporate income tax runs from 
twenty-one per cent to thirty-eight per 
cent, this becomes a sizeable advantage to 
the stockholder. He gets all of this com- 
pany’s distributed earnings without tax 
diminution. In addition, the company may 
have sizeable long-term capital gains. - If 
an ordinary corporation had a long-term 
capital gain and paid a dividend from it, 
the stockholder would still pay taxes at 
regular income tax rates. But, if in this 
instance the net, long-term capital gain is 
distributed and is so labelled by the com- 
pany, it is reportable by the stockholder 
(whether an individual, a corporation or- any 
other entity) as long-term capital gain, and 
this is true no matter how short a time he 
has held the stock. Thus, this dividend is 
subject to a maximum tax of twenty-five 
per cent which, of course, can result in a 
substantial savings. Thus, by law, regu- 
lated investment companies are able to pay 
dividends that are treated by stockholders 
as long-term capital gain. The investment 
company thus serves a very useful function 
as a conduit. 

When a stockholder receives an ordinary 
dividend from a regulated investment com- 
pany, he treats it as such. When he re- 
ceives a capital-gain dividend, however, it | 
is reported as long-term, regardless of how 
long or short a period he has held the 
stock. Even if he purchased the stock ten 
days before, it is still to be treated as a 
long-term capital gain. To fill out the 
capital-gain schedule on a tax return, insert 
the amount of capital-gain dividend re- 
ceived in the “sale price” column of the 
long-term capital-gain section, and leave 
the “cost” or “basis” column blank. To 
forestall questions, it is wise to label the 
item in the description column as a “capital- 
gain dividend.” 

In order for the stockholder to get the 
advantage of the long-term capital-gain 
dividend, the company must not only have 
a net long-term capital gain which can be 
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distributed as a dividend, but it must so 
designate the dividend in a written notice 
mailed to its shareholders within thirty days 
of the end of its taxable year. 


Nonresident aliens who are not engaged 
in a trade or business in this country are 
not taxed on their capital gains here but 
they are taxed on dividends received. (Sec- 
tion 211, Internal Revenue Code.) The very 
interesting question arises whether a capital- 
gain dividend is a “dividend” which would 
make it subject to tax or is a “capital 
gain” and, therefore, not subject to tax. 
I. T. 3805, 1946-1 CB 120 provides the 
answer. It is to be treated as a capital 
gain and will not be subject to withholding 
tax. Very properly, the intent of the law 
is applied so as to consider the investment 
company merely as a conduit and an equitable 
result is arrived at. 


Do regulated investment companies have 
to distribute all of their earnings and gains? 
No, they don’t. But, if at least ninety 
per cent of the net income (exclusive of 
capital gains) is not distributed, all of the 
corporation’s income will be treated as 
that of an ordinary corporation and no credit 
will be allowed against the tax for dividends 
paid out. In addition, the regulated invest- 
ment company is excluded from the pay- 
ment of an excess profits tax—a fact which 
is academic now but could be of consider- 
able importance in future years. 


It should be thoroughly understood that, 
as a matter of investment policy, there is a 
decided difference between a regular divi- 
dend and a capital-gain dividend. It is an 
obvious but often overlooked fact that the 
former is a distribution of income while 
the latter is usually considered a return of 
capital. Capital-gain dividends are usually 
not recurring while income distributions are 
‘much more likely to be constant. Do not 
let a client compute his “yield” by including 
the capital-gain dividend as “income” re- 
ceived. The investment companies have 
faced the problem of whether to make any 
distribution of their gains at all—on the 
theory that a return of capital is not 
called for. However, most of them, es- 
pecially those with fairly constant gains of 
this type, distribute a large percentage of 
the capital gain. Company policy should 
be investigated in this regard before pur- 
chasing such stocks. 


It is also possible to receive a completely 
nontaxable return of capital, which amount 
is used to reduce basis for the*stock held. 
Thus, nothing is taxable until the amount 
received exceeds the basis, in which case 
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the excess if treated as capital gain, long- 
term or short-term, depending on the length 
of time the stock was held. Such a non- 
taxable return of capital is available when 
the company pays dividends, even though it 
has no profits. Some companies have large, 
unrealized losses in their security port- 
folios and are thus able to realize large 
capital losses at will and offset these against 
capital gains which are thus not taxable. 

It is very seldom that regulated invest- 
ment companies put their funds into tax- 
exempt state and municipal obligations. The 
rate of return is too low. But if interest 
were received from tax-exempt securities 
and were then paid out in the form of 
dividends, would these dividends be tax 
exempt to the investment company share- 
holders? No specific authority seems to be 
available, at present, on this point, but 
qualified authorities in the investment com- 
pany field who were consulted were of the 
opinion that no earmarking of dividends 
as tax exempt would be possible. If the 
company had a surplus, the dividends would 
be taxable, but if there were a deficit, the 
dividends would be a tax-free return of 
capital. According to this view, the “con- 
duit” principle does not apply. 


Shareholders’ Statements 


In exempting distributions from corpo- 
rate taxation, the government makes the 
assumption that an immediate tax will be 
collected from the shareholder on his per- 
sonal return. To insure that such income 
will be reported by its stockholders, each 
investment company is required to demand 
statements from certain of its shareholders 
within thirty days after the close of its 
taxable year, concerning the true owner- 
ship of the stock held. The shareholder is 
required to report to the company if the 
stock was held for his own account or if 
it was actually or constructively owned by 
others at any time during the last half of 
the taxable year. The company must keep 
such lists of actual and constructive stock- 
holders in a permanent file. This information 
also enables the government to check on 
the personal holding status of the com- 
pany. You will remember that, if the 
stock is held by or on behalf of five or 
less persons (within the purview of Section 
503), the company will probably be a per- 
sonal holding company and can no longer 
qualify as a regulated investment company. 





late 
has 
onl 
or 

of | 
2,06 


par 
hol 
sto 


hol 


Sin 
the 
the 
reg 
to 

co! 


oth 








a. oe ar 


¥ 
x 


All of its stockholders need not be circu- 
lated for such statements. If the company 
has 2,000 or more stockholders, it need 
only write to those who hold five per cent 
or more of its stock, and only to holders 
of one per cent if it has between 200 and 
2,000 stockholders. In the case of a com- 
pany with 200 or less stockholders, each 
holder of one-half per cent or more of the 
stock must be contacted. 


It is, of course, possible that some stock- 
holders will either refuse to reply or will 
be negligent in returning such statements. 
Since it would be manifestly unfair to make 
the company the guarantor of the filing of 
the statements, provision is made in the 
regulations requiring such nonconformists 
to include, as part of their own tax returns, 
complete statements on shares owned, date 
of acquisition and names of relatives or of 
other tax entities who actually own the stock. 


Company Records 


Records of the company on stock owner- 
ship are to be kept available for inspection 
by the Bureau “as long as the contents 
thereof may become material in the admin- 
istration of any internal revenue law.” In 
view of the possibility that some shareholder 
may be accused of fraud, on which there is 
no statute of limitations, this would seem 
to be an admonition to the company to 
keep its records forever. 


This article has been written with the 
idea of providing a basic understanding of 
the regulated investment company, which 
is attaining an ever-larger place in the 
investing habits of the stock-buying public. 
It is hoped that the investor and his tax 
advisor, knowing the tax implications, will 
thus be able to take full advantage of the 
tax benefits available.” [The End] 





IDAHO CHANGES INCOME TAX LAW 


The Idaho legislature has authorized the tax collector to apply 
for a writ of distraint when a deficiency in income taxes has not been 


paid or protested within sixty days; when a jeopardy assessment 
has been made, upon the issuance of a demand for immediate payment ; 
or when any income tax, interest or penalty is not paid within ten 
days of demand. The writ of distraint shall become a lien upon the 
taxpayer’s property and shall have the force of a writ of execution. 





The tax collector may petition the court for a release of any such 
lien in the following circumstances: (1) when the taxes, penalties, interest 
and costs for which the writ was issued have been paid; (2) upon 
petition of the taxpayer if the tax collector finds that the fair value 
of the part of the property remaining subject to the lien is at least 
double the amount of the unsatisfied claim for taxes, penalties, interest 
and costs and the amount of all prior liens upon such property; and 
(3) if there is furnished to the tax collector a bond, in such form and 
with such security as he may deem sufficient, conditioned upon the 
payment of the taxes, penalties, interest and costs in respect to which 
the writ of distraint was issued within sixty days after said lien is 


released. 


2 There are very few cases in the courts, to 


date, covering investment companies. The fol- 
lowing is as complete a list as the author has 
found to date: 

(1) New York Stocks, Inc. v. Commissioner, 
47-2 ustc {| 9380, 164 F. (2d) 75 (CCA-2, 1947). 
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(2) National Securities Series, CCH Dec. 
17,299, 13 TC —, No. 115 (1949). 

(3) Union Trusteed Funds, Inc., CCH Dec. 
15,809, 8 TC 1133 (1947), acq. 1947-2 CB 4. 

(4) Wellington Fund, CCH Dec. 15,166, 4 TC 
185 (1944), acq. 1945 CB 7. 
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Mr. Barton is the author of 
Federal Income, Estate and Gift 
Tax Laws, Correlated, the tenth 
edition of which was published 
recently. 


ECTION 117 (a) (1) of the Internal 
Revenue Code defines “capital assets” 
as follows: 


“The term capital assets means property 
held by the taxpayer (whether or not con- 
nected with his trade or business) but does 
not include stock in trade of the taxpayer 
or other property of a kind which would 
properly be included in the inventory of the 
taxpayer if on hand at the close of the tax- 
able year or property held by the taxpayer 
primarily for sale to customers in the ordi- 
nary course of his trade or business or prop- 
erty used in the trade or. business of a 
character which is subject to the allowance for 
depreciation provided in section 23 (1)... .” 

Under this definition of “capital assets,” 
property used in the trade or business is 
excluded if it is of a character which is 
subject to the allowance for depreciation. 
Section 117 was amended in 1942 by adding 
subsection (j), which reads as follows: 

“Sec. 117. (j) (1) Definition of property 
used in the trade or business.—For the pur- 
poses of this subsection, the term ‘property 
used in the trade or business’ means property 
used in the trade or business, of a character 
which is subject to the allowance for de- 
preciation provided in section 23 (1), held 
for more than six months... which is not 
(A) property of a kind which would prop- 
erly be includible in the inventory of the 
taxpayer if on hand at the close of the tax- 
able year, or (B) property held by the tax- 
payer primarily for sale to customers in 
the ordinary course of his trade or business. 

“Sec. 117. (j) (2) General rule—If, dur- 
ing the taxable year, the recognized gains 
upon sales or exchanges of property used 
in the trade or business . . . held for more 
than six months, exceed the recognized 

1 Ways and Means Report No. 2333, 77th Con- 


gress, 2d Session, p. 97; Senate Report No. 
1631, 77th Congress, 2d Session, p. 120. 


CAPITAL GAINSFO 
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losses from such sales, exchanges . . . such 
gains and losses shall be considered as gains 
and losses from sales or exchanges of cap- 
ital assets held for more than 6 months. If 
such gains do not exceed such losses, such 
gains and losses shall not be considered as 
gains and losses from sales or exchanges of 
capital assets.” 


The reports’ of the committees in charge 
of the amendatory bill state that Section 
117 (j) was intended as a relief measure for 
the special treatment of gains and losses 
realized on the sale of depreciable property 
used in the trade or business. The extent 
of the special treatment and intended relief 
is indicated by the provision that the tax- 
payer shall be entitled to the benefit of the 
smaller capital gains tax if the gains exceed 
the losses and to the benefit of the ordinary- 
loss deduction if the losses exceed the gains. 
The fact that Congress intended Section 
117 (j) as a relief measure is very impor- 
tant, as the courts customarily construe a 
provision more liberally in favor of the tax- 
payer where Congress has indicated that it 
is intended for relief. 


Are cattle used for breeding purposes’ 
property used in the trade or business within 
the meaning of Section 117 (j)? To qualify 
as such, it is necessary that they meet the 
following five tests: 


Cattle to Be Used 
in Trade or Business 


The breeding of cattle is a business if it 
is carried on for gain and not as a mere 
hobby. The courts have held that it is a 
business. Cattle used for breeding, there- 
fore, are used in the trade or business within 
the meaning of Section 117 (j). 


2 Although this discussion refers to cattle used 
for breeding purposes, it is equally applicable 
to dairy cattle, hogs and other animals used 
in the trade or business. 
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Attorney, Washington, D. C. 


Cattle to Be of Character 
Subject to Depreciation Allowance 


Cattle used in the breeding herd have a 
limited life. The Commissioner has deter- 
mined that they have a useful life of about 
eight years. (Bulletin F.) Cattle used in the 
breeding herd, therefore, are property of a 
character which is subject to the allowance for 
depreciation under Section 23 (1) of the Code. 


The depreciation deduction is intended as 
a recovery of the capital investment in, or 
of the cost of, the depreciable property. 
Clearly, in the case of cattle purchased, there 
is a cost basis which can be recovered 
through depreciation; so, cattle purchased is 
definitely property of a character which is 
subject to the allowance for depreciation 
under Section 23 (1). 


Ordinarily, property which has no cost 
basis is not subject to the depreciation al- 
lowance, and, under that view, raised cattle 
used in the breeding herd are not subject to 
the allowance for depreciation if the cost of 
production is charged to expense. Section 
117 (j), however, does not provide that the 
property shall be subject to the allowance 
for depreciation, but that it shall be of a 
character which is subject to the allowance 
for depreciation. Clearly, cattle are property 
of a character which is subject to the allow- 
ance for depreciation. The Commissioner 
so ruled in I. T. 3666, which reads, in part: 


“In view of the foregoing, it is held that 
any live stock used for draft, breeding, or 
dairy purposes, irrespective of whether such 
live stock was raised or otherwise acquired, 
is property used in the trade or business, of 
a character which is subject to the allowance 
for depreciation. . . . This is equally true 
whether the farmer keeps his books and 
files his returns upon the cash receipts and 
disbursements basis or upon the accrual basis.” 


In Albright v. U. S., 49-1 ustc J 9215, 173 
F. (2d) 339 (CA-8, 1949), all cattle and all 
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but two hogs were raised by the taxpayer. 
The taxpayer’s books were kept on the cash 
basis and the cost of raising the cattle and 
hogs was charged to expense. The govern- 
ment admitted in its brief that livestock is 
property of a character which is subject to 
depreciation. Therefore, the court did not 
pass on the question of whether raised cattle 
is property of a character which is subject 
to the allowance for depreciation where the 
cost of production is charged to expense. 


In Isaac Emerson, CCH Dec. 16,989, 12 
TC 875, some of the livestock were raised 
and some were purchased. The taxpayer 
kept his books and made his returns on the 
cash basis. The Tax Court held: 


“It is clear that the animals in question 
were property used in the petitioner’s trade 
or business of farming and that they were 
property of a character subject to the allow- 
ance for depreciation.” 


Thus, it appears that cattle used in the 
business of breeding are property of a char- 
acter which is subject to the allowance for 
depreciation within the meaning of Section 
117 (j), even though they are raised by the 
breeder and the cost of production is charged 
to expense. 


If the breeder should be denied the benefit 
of capital gains under Section 117 (j), in 
the case of raised cattle, because they are 
not property of a character which is subject 
to the depreciation allowance, then he would 
be entitled to the benefit of capital gains 
under Section 117 (a), as the raised cattle 
would come within the definition of “capital 
assets” contained in that subsection, which 
includes property of a character that is not 
subject to the allowance for depreciation. 
Thus, the breeder would get the benefit of 
the capital gain provisions either under Sec- 
tion 117 (j) or 117 (a) in so far as the 
depreciation allowance is concerned. Of 
course, there would be no cost basis in the 
case of property raised if the cost of pro- 
duction was charged to expense. In that 
event, all of the proceeds would represent gain. 


Cattle to Be Held 
for More Than Six Months 


Whether cattle are held in the trade or 
business for six months or more is a fact to 
be proved in each individual case. An inci- 
dental question is whether the animals may 
be disqualified under this provision while 
they are being conditioned for market. The 
Court of Appeals for the Eighth Circuit in 
the Albright case, in referring to the sale of 
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the whole herd of hogs, which was the cus- 
tomary practice, said: 


“Obviously, it can not be sold until it has 
returned to marketable condition, but the 
retirement of it for that period does not show 
that the taxpayer has not held it for the 
purpose of breeding and not primarily for 
sale for the time required by the statute.” 


In the Isaac Emerson case, the Tax Court, 
in referring to the Albright decision, said: 


“We also agree with that part of the 
court’s decision wherein it was held that the 
fact that hogs from the breeding herd were 
customarily conditioned for market before 
sale does not show that the taxpayer has 
not held them for the purpose of breeding or 
that they were held primarily for sale to 
customers in the ordinary course of his 
trade or business.” (Italics supplied.) 


Cattle to Be of a Kind Not Includible 
in Inventory 


Inventoriable property does not properly 
include capital assets which are subject to 
depreciation, such as factory buildings, ma- 
chinery and breeding cattle. Inventoriable 
property includes merchandise, finished or 
partly finished goods of manufacturers and 
similar property held for sale to customers 
in the ordinary course of business. It also 
includes cattle held for sale to customers, 
and not used for breeding purposes. 


Regulations 111, Section 29.22 (c)-6 author- 
izes farmers and livestock raisers to inven- 
tory animals purchased and animals sold 
under the so-called “farm-price method” or. 
“unit-livestock-price method” upon the con- 
dition that if the latter method is employed, 
it must be applied to all livestock, including 
animals used in the breeding business. I. T. 
. 3666 is in accord: 


“The fact that such live stock may be per- 
mitted under the regulations to be included 
in the taxpayer’s inventory for the con- 
venience of accounting does not render such 
live stock ‘property of a kind which would 
properly be includible in the inventory of 
the taxpayer if on hand at the close of the 
taxable year’ so as to deprive the farmer of 
the benefits of section 117 (a) or section 
117 (j) of the Internal Revenue Code.” 

In Fawn Lake Ranch Company, CCH Dec. 
17,061, 12 TC 1139, quoted in part below, 
the Tax Court held that the fact that 
breeders took advantage of the ruling and 
inventoried their breeding cattle did not 
affect their right to capital gains: 

“Since cattle held for breeding purposes 
are treated as property ‘used in a trade or 








business’, as distinguished from ‘property 
held primarily for sale to customers’, such 
cattle, of course, would not ordinarily ‘prop- 
erly’ be includible in the inventory of the 
taxpayer. The inclusion of such cattle in 
inventory has been solely by a ruling of the 
respondent and then only for convenience in 
accounting. I. T. 3666, 1944 C. B., p. 270.” 
(Italics supplied.) 


Cattle Not to Be Held Primarily 
for Sale to Customers 
in Ordinary Course of Business 


Section 117 (j) does not exclude property 
merely because it is sold to customers. It is 
excluded only if it is primarily held for sale 
to customers in the ordinary course of the 
taxpayer’s trade or business. 


In my opinion, the Commissioner has mis- 
interpreted this provision of Section 117 
(j) (1) in I. T. 3666 and I. T. 3712, the 
latter reading in part as follows: 


“I. T. 3666, supra, provides that the sale 
of animals culled from the breeding herd as 
feeder or slaughter animals in the regular 
course of business is not to be treated as 
the sale of a capital asset. The phrase 
‘culled from the breeding herd’ refers to 
the normal selection for sale of those ani- 
mals which, due to injury, age, disease or 
for any other reason (other than of chang- 
ing the breed or the quality of the offspring) 
are no longer desired by the livestock raiser 
for breeding purposes, and also the normal 
selection for sale of animals for the purpose 
of maintaining the herd at a regular size. 
The primary factor is normal practice in the 
case of the particular taxpayer involved. 


“If the number of animals sold from the 
breeding herd during a taxable year exceeds 
the number of raised animals added to the 
breeding herd during the same year, it will 
be presumed that the excess number sold 
consisted of animals held for breeding pur- 
poses, the gain or loss from which (if held 
for more than six months) is subject to the 
provisions of Section 117 (j) of the Code. 
Such sales effect a reduction in the livestock 
raiser’s breeding herd. For the purpose of 
the foregoing tax, livestock purchased for 
the herd to improve its quality or change its 
breed shall not be considered as replacing 
animals sold. . . . If the number of raised 
animals added to the herd is greater than 
the number of such animals found unfit for 
breeding purposes and sold during the year, 
none of the animals sold will he considered 
capital assets subject to the provisions of 
Section 117 (j) of the Code. . . . However, 
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gains and losses from abnormal sales from 
such a livestock raiser’s own breeding herd 
held for more than six months are subject 
to Section 117 (j) of the Code.” (I. T. 3712.) 


There is no language in Section 117 (j) 
which provides that the breeder shall be 
entitled to the benefit of capital gains only 
in the case of abnormal sales of animals from 
his breeding herd and that he shall report 
any gains as ordinary income in the case of 
normal sales from the herd. The Commis- 
sioner has written into the law language 
which Congress did not see fit to include. 


The Commissioner’s rulings cannot stand 
analysis. Their effect is to deprive the 
breeder of the benefits of Section 117 (j) 
not because the animals sold are not used in 
the trade or business, but merely because 
the breeder replaces them with other ani- 
mals. The Commissioner himself appears to 
recognize the unsoundness of his rulings 
inasmuch as he provides that if the animals 
are culled from the herd for the purpose of 
changing the breed or the quality of the 
offspring, the animals sold do not lose their 
status as capital assets. Another instance is 
the Commissioner’s letter to Senator Thye 
in which he states that the benefits of capital 
gains will not be denied if the sale is due to 
abnormal conditions, such as the war, even 
though the animals sold are replaced with 
an equal number in the breeding herd. 


The practical effect of the Commissioner’s 
rulings is to deprive the breeder of the 
capital gain provisions unless he goes out of 
business, which he would have to do in time 
if he did not maintain his herd by replace- 
ments of the animals sold. Clearly, such an 
interpretation is unwarranted. 


The Commissioner’s rulings* were in- 
volved in the Albright case, in which the 
following question was raised: 


“May the normal selection for sale of 
livestock which due to injury, age, disease, 
or for any other reason, are no longer de- 
sired by the livestock raiser for breeding or 
dairy purposes, be treated as the sale of a 
capital asset under Section 117 (j) of the 
Internal Revenue Code, if said livestock has 
been used for dairy or breeding purposes 
and held for more than six months?” 

The Court of Appeals for the Eighth Cir- 
cuit held that the rulings were invalid in so 
far as they denied a breeder the right to 
capital gains unless the sales reduced his 
herd. We quote in part: 

“A dairy farmer is not primarily engaged 
in the sale of beef cattle. His herd is not 
held primarily for sale in the ordinary course 





of his business. Such sales as he makes are 
incidental to his business and are required 
for its economical and successful manage- 
ment. The rulings relied on by the Govern- 
ment would place a penalty upon sound 
business practice or deny to the dairyman 
the benefits of section 117 (j). In order for 
the dairyman to treat his sales of depreci- 
ated stock as sales of capital assets, the 
Commissioner would require him to gradu- 
ally retire from his business by selling more 
of his herd each year than he added to it, 
or to maintain in alternate years a herd of 
a size greater or less than that permitted by 
sound business practice.” 


The Tax Court has held the same way in 
Isaac Emerson v. Commissioner and Fawn 
Lake Ranch Company v. Commissioner, supra; 
Oberg v. Commissioner, CCH Dec. 17,016(M), 
8 TCM 544; Fritz v. Commissioner, CCH 
Dec. 17,480(M),.9 TCM 81. Also see Bennett 
uv. U. S., 39-2 ustc J 9537 (DC Tex., 1949). 


Prior to these adverse decisions, the Com- 
missioner had attempted to have his inter- 
pretation of Section 117 (j) written into the 
law itself. Section 134 of H. R. 6712, 
Eightieth Congress, Second Session, cited 
as the “Revenue Revision Act of 1948,” 
which passed the House but failed to pass 
the Senate, provided as follows: 


“Section 117 (j) (1) (relating to definition 
of property used in trade or business) is 
hereby amended by inserting after the first 
sentence thereof, the following new sen- 
tence: ‘Such term includes animals used in 
the trade or business of the taxpayer except 
those animals which customarily would be 
selected during the taxable year for sale or 
exchange in the ordinary course of business.’ ” 
The Commissioner had the active coopera- 
tion of some of the cattle associations in his 
effort to have Section 117 (j) (1) of the 
Code amended in the above manner. Since 
then, these associations have realized their 
error and withdrawn their support. 

The first part of this provision—that the 
term “property used in the trade or busi- 
ness” includes animals used in the trade or 
business—does not add anything to the exist- 
ing law, as Section 117 (j) (1) refers, un- 
qualifiedly, to property used in the trade or 
business, and property unquestionably in- 
cludes animals used in the trade or business. 
The second part of the provision, excepting 
animals which customarily would be selected 
for sale or exchange in the ordinary course 
of business, is definitely discriminatory 
against the breeding industry in that it ex- 
cepts only animals and does not purport. to 
except other kinds of property, such as 





31. T. 3666 and I. T. 3712. 
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trucks, machinery, railroad cars, locomo- 
tives, etc., which are selected for sale or 
exchange for reasons similar to the reasons 
for which animals are selected for sale or 
exchange. 


Secretary Snyder, in his statement earlier 
this year to the Committee on Ways and 
Means, took the position that Section 117 (j) 
is a loophole in so far as the breeding and 
dairy industries are concerned, and he asked 
Congress to amend the section to provide 
“that land and depreciable property (other 
than breeding and dairy animals regularly 
culled for sale each year) used in the tax- 
payer’s trade or business be included within 
the definition of capital assets.” * 


It is difficult to see why a general law 
applicable to all property used in the trade 
or business is a loophole only in respect to 
the breeding and dairy industries. It is true 
that animals which have been used in the 
breeding herd are sold from time to time, 
because they are of poor type or quality, 
unproductive or too old. This, however, is 
not an exclusive practice in the breeding and 
dairy businesses. It is prevalent in other 


kinds of business as well—such as trucking, 
where old and obsolete trucks are sold; 
manufacturing, where old and obsolete ma- 
chinery is sold; railroading, where old and 
obsolete cars and locomotives are sold; etc. 
It would seem reasonable to expect that any 
legislation should be applicable to all kinds 
of trades and businesses alike and not dis- 
criminatory in respect to one or two types 
of business. 


The present outlook is that the Ways and 
Means Committee is not likely to support 
the Treasury Department with respect to 
the proposed amendment. The House may 
amend Section 117 (j) (2) so that capital 
gains and losses will be treated alike. In 
that event, the excess of capital losses over 
capital gains would be treated as capital 
losses in the same manner as capital losses 
under other paragraphs of Section 117 (j) 
are treated and not regarded as ordinary 
losses, as Section 117 (j) (2) now provides. 
Such an amendment is one which cannot 
equitably be opposed, provided it is applica- 
ble to property used in all trades or busi- 
nesses alike. [The End] 





CITY TAX CHANGES 


California.—Sacramento has repealed its city sales tax, effective April 22, 


1950. 





*From p. 4 of Exhibit 4 accompanying state- 
ment of Secretary Snyder before Ways and 
Means Committee on February 3, 1950. 
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Kentucky.—Employees of the United States Government are not immune 
from liability for the annual-earnings tax imposed by ordinance of the City of 
Louisville. The Kentucky Court of Appeals held, in Cook et al. v. Commissioner 
of the Sinking Fund of the City of Louisville et al., that the tax is not discriminatory 
and burdensome, but is imposed on federal employees in common with persons 
employed in the state, county, city and privately owned businesses. 


Missouri.—The Collector of Revenue for the State of Missouri announced 
recently that out-of-state employers who maintain no offices of any kind within 
St. Louis are not required to withhold the City earnings tax. 


Utah.—The Utah Supreme Court, in Davis v. Ogden City, held that a 
municipal business license tax ordinance based on gross receipts is valid in its 
application to attorneys practicing law within the city limits. Merely because 
attorneys are not subject to municipal regulation does not mean that they are 
exempt from municipal taxation, and the fact that attorneys working for others 
are exempt while those who operate their own businesses are liable does not 
detract from the validity of the ordinance. 
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and the Reality Test 


By J. H. LANDMAN — — — — 


FAMILY PARTNERSHIPS 


— of the New York tax law firm 
of Sher, Roeder & Landman 





While this article is based on a lecture delivered by the author before the 
Practising Law Institute, it has been brought up to date 
by the addition of the latest decisions 


ets is a partnership not a partner- 
ship? It is not one when it is a tax- 
invalid family partnership without real 
substance. The thought that a family part- 
nership for federal tax purposes must be 
one in substance as well as in form was 
propounded recently by the United States 
Supreme Court in its Culbertson decision." 
This case is a landmark in the history of 
family partnerships because it is a liberal- 
ization of what was thought to be this 
Court’s earlier pronouncement, in the Tower 
and Lusthaus cases of the year 1946, to 
the effect that to qualify for federal tax 
purposes partners must contribute neces- 
sary original capital or render vital services.” 


The Tower, Lusthaus and Culbertson deci- 
sions nullify the anticipated tax-splitting 
consequences of many otherwise genuine 
partnerships by attributing all or part of 
the income of such ventures to its alleged 
true producers. 


Many thought that the United States Su- 
preme Court had spoken with finality in 
the Tower and Lusthaus cases when it 
proclamied the alternate-original-substantial- 
capital and the vital-service tests for quali- 
fying partners. Consequently, in response 
to the many protests against these rigid 
prerequisites for a tax-valid partnership, 
as well as for other reasons, Congress 


1 Commissioner. v. Culbertson, 49-1 ustc J 9323, 
337 U. S. 733, rev’g and rem’g 48-2 ustc { 9324, 
168 F. (2d) 979 (CCA-5), which reversed CCH 
Dec. 15,874(M), 6 TCM 692. 

2 Commissioner v. Tower, 46-1 ustc { 9189, 327 
U. S. 280, rev’g 45-1 ustc {| 9246, 148 F. (2d) 388 
(CCA-6), which reversed CCH Dec. 13,792, 3 TC 
396. Following remand of this case by the 
Supreme Court, the Sixth Circuit Court of Ap- 


Family Partnerships 


passed the Revenue Act of 1948. It allayed 
the harshness of these tests. For the year 
1948 and thereafter, tax-splitting on a fifty- 
fifty basis can be achieved by married folk 
merely by filing a joint return.’ 


This legislation, however, did not afford 
relief to noninterspouse situations, such as 
child trust partnerships. To remedy this 
condition and to recast in its entirety the 
tax law relative to family partnerships, ap- 
propriate legislation was proposed in the 
abortive Revenue Revision Bill of 1948.* 
This legislation was expected to undo much 
of the violence that the Tower and Lusthaus 
decisions committed against the basic con- 
cepts of our partnership law, by re-estab- 
lishing the recognized principle that for tax 
purposes the income from purchased or 
donated property is taxable to the bona-fide 
purchaser or donee of it, except that rea- 
sonable compensation for personal services 
rendered shall first be allowed for the re- 
spective partners. With the defeat of this 
legislation in June, 1948, old family partner- 
ships of all types and new noninterspouse 
ones remained as abused, taxwise, as ever. 


The next year, on June 27, 1949, after 
three years of straining by the lower fed- 
eral courts with the unyielding harsh alter- 
native prerequisites of Tower and Lusthaus 
for a tax-valid family partnership, and after 


peals affirmed the Tax Court, 154 F. (2d) 1023. 
Lusthaus v. Commissioner, 46-1 ustc J 9190, 327 
U. S. 293, aff’g 45-1 ustc { 9261, 149 F. (2d) 
232 (CCA-3), which affirmed CCH Dec. 13,823, 
3 TC 540. 

3 Code Section 12. 

*H. R. 6712, Revenue Revision Bill of 1948, 
Section 142, killed in June, 1948. 
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the passage of the Revenue Act of 1948 
which afforded tax relief to married per- 
sons, the United States Supreme Court 
startled the tax world with its reality test 
in the Culbertson case. 


Evolution of Anticipatory Income 


The tax principles of Tower and Lusthaus, 
and those of Culbertson, are not revolution- 
ary but evolutionary in nature. Earl*® ruled 
in 1930 that where, under a California law, 
an attorney agreed to share with his wife 
his salary and fees to be earned in the 
future, such assignment of income will not 
serve to reduce assignor’s income tax. In 
the same year Corliss * held that a revocable 
trust, prior to the 1924 act, was nonetheless 
the grantor’s taxable income. In 1932, 
Leininger’ decided that a subpartnership 
agreement between a husband and wife to 
the effect that she will share his earnings in 
a partnership is to be disregarded and the 
husband is to be taxed in full on his earn- 
ings. These attempts to distribute income 
to éscape higher income tax rates failed in 
purpose because the producer of the income 
retained control of it. 


The next stage in the government’s nega- 
tion of an assignment of future income is 
the abandonment of the theory that the pro- 


ducer of income must retain control of it | 


in order to be taxable on it. The first im- 
portant case in this direction is Horst} 
where a gift by a father to his child of 
unmatured coupons clipped from the for- 
mer’s bonds did not succeed in diverting 
the income from the father. Subsequently, 
an assignment by an insurance agent to 
his wife of renewal commissions, in Eubank,* 
and an assignment by a beneficiary to 
children of one year’s income in a trust, in 
“Schaffner,” were similarly held to be the as- 
signors’ and not the assignees’ taxable income. 

The next stage in the evolution of the 
denial of a tax-exempt right to assigned 
income is the Supreme Court’s attitude in 








the railway-lease cases. Rent paid by les- 
sees directly to the railroad’s stockholders 
as assured dividends, rather than to the 
railroad proper, was decided to be, never- 
theless, taxable income to the railroad. The 
rentals were reportable by the railroads al- 
though they had not actually received the 
payments.” 


For the sake of one it must be 
mentioned that trusts today are a means 
of dividing income among members of a 
family, where the members are made bene- 
ficiaries. To be valid, the trusts must be 
irrevocable, so that the creator cannot re- 
vest himself with the property without the 
consent of the actual beneficiaries. Besides, 
the creator must not enjoy its income, or 
retain disposition or control of it.” Its in- 
come cannot be used to discharge the cre- 
ator’s legal obligations or to make provision 
for his minor children.” Under the new 
regulations * applicable on and after Janu- 
ary 1, 1946, if trusts are short-term and if, 
upon their termination, the properties revert 
to their creators, they must be of at least 
ten years’ duration and, if the creators retain 
some administrative control over them, they 
must be of at least fifteen years’ duration 
to avoid the allocation of the trust income 
to the creators. Failure to comply strictly 
with the tax statute and regulations regard- 
ing such trusts might defeat the purpose of 
distributing income among designated family 
members.” 


Tower and Lusthaus Decisions 


In truth, the tax principles laid down 
in the Tower and Lusthaus decisions are 
not novel, but had been enunciated by the 
courts in earlier cases.% Tower and Lusthaus 


_ are nevertheless landmarks in the evolution 


of partnership tax law because they were 
handed down by the United States Supreme 
Court and, as a consequence, have been re- 
spected, perhaps erroneously, by the courts, 
the Treasury and the public. Digests of 
their facts and tax implications follow: 





5 Lucas v. Earl, 2 ustc § 496, 281 U. S. 111. 

6 Corliss v. Bowers, 2 ustc { 525, 281 U. S. 376. 

™ Burnet v. Leininger, 2 ustc | 909, 285 U. S. 
136 


8 Helvering v. Horst, 40-2 ustc 1 9787, 311 U. S. 
112. 


® Helvering v. Hubank, 40-2 ustc { 9788, 311 
U.S. 123. 


1° Harrison v. Schaffner, 41-1 ustc { 9355, 312 
U. S. 579. 


1U, 8. v. Joliet & wee Railroad Company, 
42-1 ustc J 9222, 315 U. 


122Code Sections hy per 167; Helvering v. 


Clifford, 40-1 ustc { 9265, 309 U. S. 331; T. D.’s 


5488 and 5567. 


13 Douglas v. Willcuts, 36-1 ustc { 9002, 296 
U. S. 1; Helvering v. Stuart, 42-2 ustc { 9750, 
317 U. S. 154. 

144 Regulations 111, Section 29.22(a)-21; T. D.’s 
5488 and 5567. 

13 Rose Hash, CCH Dec. 14,422, 4 TC 878, 
aff'd 46-1 ustc § 9134, 152 F. (2d) 722 (CCA4, 
1945); Morris Eisenberg, CCH Dec. 14,773, 5 TC 
856, aff'd 47-1 ustrc { 9238, 161 F. (2d) 506 
(CCA-3); S. Kenneth Alexander, CCH Dec. 
15,102, 6 TC 804 (acq.). 

1% Max German, CCH Dec. 13,378, 2 TC 474 
(acq.); Felix Zukaitis, CCH Dec. 13,916, 3 TC 
814 (acq.); H. D. Webster, CCH Dec. 14,501, 4 
TC 1169 (acq.); Ennis Estate, CCH Dec. 14,849, 
5 TC 1096 (acq.). 
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In Commissioner v. Tower, a wife received 
from her husband by gift a considerable 
block of stock in a predecessor corporation 
just before its liquidation. Soon thereafter, 
a Michigan limited family partnership was 
organized from the residue. The Tax Court 
found that the creation of the partnership 
was the fulfillment of a preconceiyed plan 
to split the husband’s income with his wife 
for tax economy. Therefore, it believed that 
the delivery of the stock to the wife did not 
constitute the kind of completed gift that 
would give her unrestricted ownership and 
control over the stock. It concluded that 
the partnership, though valid for other pur- 
poses, was not bona fide for federal taxa- 
tion. The Sixth Circuit Court reversed the 
Tax Court on the grounds that it was a 
valid partnership for all purposes. One 
judge dissented on the theory that the Tax 
Court was confronted with a factual situa- 
tion and that, therefore, the circuit court 
should be bound by its findings.” The 
United States Supreme Court reversed the 
circuit court and sustained the Tax Court. 
To the Supreme Court, the issue was not 
who owned the shares of stock attributed to 
the wife, but who actually earned the income. 


The United States Supreme Court said 
in part as follows: 


“There can be no question that a wife and 
a husband may, under certain circumstances, 
become partners for tax, as for other pur- 
poses. If she either invests capital originating 
with her or substantially contributes to the 
control and management of the business, or 
otherwise performs vital additional services, or 
does all of these things she may be a partner 
as contemplated by 26 U. S. C. Sections 181, 
182. The Tax Court has recognized that 
under such circumstances the income be- 
longs to the wife. A wife may become a 
general or a limited partner with her hus- 
band. But when she does not share in the 
management and control of the business, con- 
tributes no vital additional service, and where 
the husband purports in some way to have 
given her a partnership interest, the Tax Court 
may properly take these circumstances into 
consideration in determining whether it is real 
within the meaning of the federal revenue 
laws.” (Italics supplied.) 


On the same day, February 25, 1946, the 
United States Supreme Court rendered an- 
other momentous decision in tax history in 
the Lusthaus v. Commissioner case. In this 
case, a wife received a $50,000 gift in 1940 

17 The Dobson rule stemming from Dobson v. 
Commissioner, 44-1 ustc { 9108, 320 U. S. 489. 


The Dobson rule has since been nullified by 
Section 36, P. L. 773, also known as Code Sec- 
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from her husband. With it and $55,000 
in promissory notes payable out of her 
share of profits, she purchased a one-half 
interest in a Pennsylvania furniture general 
partnership with her husband. The hus- 
band’s failure to file social-security returns 
as a partnership until 1941, and to authorize 
his wife to execute checks with him until 
1943, cast doubt upon the good faith of the 
transaction. The Tax Court held that the 
partnership was not bona fide for tax pur- 
poses, and it was sustained in that point of 
view by the Third Circuit Court in the 
Dobson rule, to the effect that the Tax Court 
is best equipped to know the true facts. 
The United States Supreme Court affirmed 
their decisions. 


Post-haste, the Bureau of Internal Rev- 
enue began to apply diligently the precepts 
of the Tower and Lusthaus decisions to a 
host of family partnerships, many of which 
were thereby made vulnerable. It was aided 
in its endeavors by eliciting, in 1946 for the 
first time, the telling information on Part- 
nership Form 1065 as to whether any mem- 
ber of the partnership is a spouse, son or 
daughter of any other of its members. 


Aftermath of Tower and Lusthaus 


Between the advent of the Tower and 
Lusthaus cases and the time of the Culbert- 
son decision three years hence, man’s in- 
genuity and imagination were expended 
in trying to save family partnerships tax- 
wise by effecting compliance with Tower 
and Lusthaus. In a large measure these 
efforts failed to satisfy both the single pro- 
prietor’s desire for tax economies and the 
rigid alternate fundamental principles, in 
relation to tax-sound family partnerships, 
of original capital or vital services for the 
invited partners. Much more disappointing 
was the fact that the lower federal courts 
were not sufficiently liberal, by and large, 
in construing the Supreme Court’s precepts 
to establish a reality test, despite the avail- 
able language.™ Three years of court deci- 
sions under the rigid doctrines of Tower 
and Lusthaus have given us a body of perti- 
nent tax law which is now challenged by 
the unquestionable reality test of the Cul- 
bertson case. The future of family part- 
nerships depends upon the application of 
Culbertson in the hands of the lower federal 
courts and the Treasury. What is this body 
of family-partnership tax law which the 


tion 1141, which became effective September 1, 
1948. 

18 See the italicized words in the quotation 
from the Tower case, supra. 
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Culbertson reality test may subject to change? 
Examination establishes that little of this 
judge-made family-partnership tax law is 
in jeopardy of being disturbed except for 
the prerequisites which render the original 
capital contributions or vital services circum- 
stantial and make realism the decisive factor. 


Eligibility 

Family-partnership problems are not re- 
stricted to husband-and-wife relations in 
a business venture. The invitation of a 
father to his son to join him in his firm 
and, for that matter, any expansion of a 
firm involving the inclusion of blood or 
marital kin, are bound to give rise to com- 
parable tax problems.” 


In the absence of other factors, the set- 
ting up of a tax-valid partnership with an 
inactive trust for the benefit of a wife and 
minor children is hardly within the realm 
of possibility under the Tower and Lusthaus 
decisions or even under the Culbertson test. 
If the gift to the trust originated with the 
husband or if he had some administrative 
control over it, the Clifford doctrine would 
be invoked as a rule by the Treasury and 
the courts. They would hold that the donor 
is the true earner of the income even 
though, for all other legal purposes; the 
trust is valid.” 


However, in Georgia, in the conversion 
of a family corporation into a family part- 
nership in which a children’s trust was a 
party, the trust was allowed to participate 
taxwise to the extent of its capital con- 
tribution. However, the trust was not 


% William Fischer, 8 TC 732 (aca.): Ennis 
Estate, supra, footnote 16: Howard B. Lawton, 
CCH Dec. 15,161, 6 TC 1093 (acq.), rev’d by 
47-2 ustc J 9392, 164 F. (2d) 380. 


2F. Byron Todd, CCH Dec. 16,642(M), 7 
TCM 715; Florence R. Miller, CCH Dec. 16,784, 
8 TCM 26; Rose Hash, supra, footnote 15: Jerry 


Maiatico, CCH Dec. 16,787, 12 TC 146; S. Ken- . 


neth Alexander, supra, footnote 15; Zander v. 
Commissioner, 49-1 ustc { 9240, 173 F. (2d) 624, 
aff’'g CCH Dec. 16,131(M), 6 TCM 1205; Benson 
v. Commissioner, 47-1 ustc { 9261, 161 F. (2d) 
821, aff’'g CCH Dec. 15,081, 6 TC 748; Kohl v. 
Commissioner, 48-2 ustc { 9404, 170 F. (2d) 531, 
aff’'g CCH Dec. 15,763(M), 6 TCM 425; Helver- 
ing v. Clifford, supra, footnote 12; Samuel 
Friedman, CCH Dec. 16,461, 10 TC 1145; Wade 
E. Moore, CCH Dec. 15,491, 7 TC 1250; Hcono- 
mos v. Commissioner, 48-1 ustc { 9243, 167 F. 
(2d) 165; Quon v. Commissioner, 48-1 vustc 
f 9136, 165 F. (2d) 215, aff’g CCH Dec. 15,711(M), 
6 TCM 348; Herman Schaeffer, CCH Dec. 
16,592(M), 7 TCM 657; Milton Greenberger, CCH 
Dec. 16,443(M), 7 TCM 346; Morris Hisenberg, 
supra, footnote 15. 


21 Mallary, Jr. v, Allen, 47-2 ustc § 9399 (DC 
Ga., 1947). 
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bridled by the father-creator, and itS was 
not established in anticipation of the forma- 
tion of the family partnership.™ This lib- 
erality toward children’s trusts was displayed 
in the district courts of Arkansas and 
Michigan, as well as in Georgia, where 
jury verdicts were rendered.” The Fifth 
Circuit Court, in Thomas v. Feldman.” the 
Tenth Circuit Court, in Armstrong v. Com- 
missioner,“ and the Tax Court, in John E. 
Goerlich™ also rendered favorable taxpay- 
ers’ decisions in the use of trust partners. 


The fact that under state law a part- 
nership is not valid does not preclude it 
from being recognized as a partnership for 
tax purposes.” An illegal oral husband-wife 
partnership agreement™ may be sustained 
as genuine for tax purposes whether or not 
a partnership return has been filed.* The 
partnership interest of a minor child may 
not be recognized for tax purposes, not 
because of the child’s immaturity, but be- 
cause the minor did not offer material skill 
or contribute capital of its own origin.” The 
fact that a family partnership was treated as 
a bona-fide legal entity in wage-hour and 
OPA controversies does not make it be- 
holden on the Treasury to consider it such 
for income tax purposes.” 


Invested-Capital Test 


Much controversy arose as to the mean- 
ing of invested capital originating with the 
invited partner, for tax purposes. Certainly, 
the invited partner would be proper if he or 
she personally earned or acquired the money 


2 Riggs, Sr. v. Thompson, 48-2 ustc { 9353 
(DC Ark., 1948); Hager v. Kavanagh, 48-1 ustc 
7 9119 (DC Mich., 1948). 

7346-2 ustc 7 9394, 158 F. (2d) 488 (CCA-5, 
1946). 

2444-2 ustc 7 9409, 143 F. (2d) 700 (CCA-10), 
rev’g CCH Dec. 13,135, 1 TC 1008. 

23 CCH Dec. 15,583(M), 6 TCM 45. 


% Commissioner v. Tower, supra, footnote 2; 
Willis B. Anderson, CCH Dec. 15,133, 6 TC 956 
(acq.); Francis A, Parker, CCH Dec. 15,135, 
6 TC 974 (acq.); Regulations 111, Section 
29.3797-4. 

27W. R. Winchester, CCH Dec. 15,699(M), 6 
TCM 314; Harry V. Clifton, CCH Dec. 15,747(M), 
6 TCM 404; Commissioner v. Wilson, 47-2 ustc 
f 9367, 163 F. (2d) 680, rev’g CCH Dec. 
15,313(M), 5 TCM 647. 

% Arthur Reilly, CCH Dec. 15,782(M), 6 TCM 
491. 

22> Wilson v. Commissioner, 47-1 ustc { 9239, 
161 F. (2d) 661, aff’g CCH Dec. 15,313(M), 5 
TCM 439. 

% Hartz v. Commissioner, 48-2 ustc {| 9393, 170 
F. (2d) 313 (CCA-8), rev’g CCH Dec. 15,775(M), 
6 TCM 465. 
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or capita Though a loan by a husband 
to his wife for admission into partnership 
would make her proposed status question- 
able, a wife may contract a loan from a 
bank with her husband’s endorsement to’ 
buy an interest in his business without jeop- 
ardizing the tax status of the partnership.” 
Yet in another instance where a wife bor- 
rowed money from a bank, using her hus- 
band’s collateral as security, the partnership 
was not held inviolate.* Similarly, a wife’s 
loan contracted with her husband’s brother 
made the family partnership vulnerable.™ 
Likewise, a loan made by a father to his 
son so that the son could purchase a par- 
tial interest in his father’s business was dis- 
regarded for tax purposes,” with the result 
that all the firm income was ascribed to the 
father. 


Recent decisions displayed particular lib- 
erality in the construction of the concept of 
original capital contribution. In one case, 
a mother-sons partnership was held tax- 
valid where the mother’s interest was based 
on a capital contribution arising from a gift 
made to her by her sons in lieu of dower 
in her husband’s estate, and not in antici- 
pation of the formation of the family part- 
nership.” In another case, the tax validity 
of a family partnership was upheld though 
it rested altogether on a capital contribution 
made by a wife and sister who had received 
this porperty as a gift four years prior from 
the former’s husband-proprietor, but not in 
contemplation af its formation.” 


In Howard B. Lawton.™ a family partner- 
ship, transformed from a family corpora- 
tion, was ruled to be tax-valid. Family 
members in varying degrees had helped to 
build up the original corporation for which 
they were given shares of stock for serv- 


%1 Leo Marks, CCH Dec. 15,070, 6 TC 659 
(acq.); Bacon v. Commissioner, 47-1 ustc {J 9138, 
158 F. (2d) 981. . 

328. Kenneth Alexander, supra, footnote 15; 
see also Durwood v. Commissioner, 47-1 ustc 
1 9156, 159 F. (2d) 400 (CCA-8), rev’g CCH Dec. 
15,072, 6 TC 682; Harry Shulak, CCH Dec. 
15,151(M), 5 TCM 328; Cooke v. Glenn, 48-2 
ustc { 9336, 78 F. Supp. 519 (DC Ky., 1948); 
Sinne Forsythe, CCH Dec. 16,291, 10 TC 417. 

33 Berk Estate, CCH Dec. 15,408, 7 TC 928. 

% William A, Belcher, CCH Dec. 15,229, 7 TC 
182, aff'd 47-2 ustc { 9308, 162 F. (2d) 974 
(CCA-5). cert. den. 332 U. S. 824. 

33M. M. Monroe, CCH Dec. 15,247, 7 TC 278; 
see also Robert Le Sage et al., CCH Dec. 16,163, 
6 TCM 1263; W. R. Winchester, supra, footnote 
27: Jay A. Mount, CCH Dec. 15,502, 5 TCM 
1004; Ford v. Maloney, 46-2 ustc { 9349, 68 F. 
Supp. 1004 (DC Ore., 1946); H. D. Webster, 
supra, footnote 16; Singletary v. Commissioner, 
46-1 ustc { 9267, 155 F. (2d) 207, aff’g in part 
CCH Dec. 14,635, 5 TC 365; Peter F. Loftus, 
CCH Dec. 14,137(M), 3 TCM 974; George A. 
Croft, CCH Dec. 14,177(M), 3 TCM 1064. 
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ices rendered or as gifts three years prior 
to the dissolution of the corporation but 
not in anticipation of the formation of the 
partnership. Since the father had completely 
relinquished control over the stock, the 
court did not find it difficult to hold that 
the family members contributed capital of 
their own respective origins to the family 
partnership. 


On the other hand, the organization of 
related businesses with funds supplied by a 
single proprietor, to escape higher tax 
brackets, is certain to be vulnerable. Such 
extensions of a single proprietorship have 
ended in the aggregate income being in- 
cluded in that of the original owner. This 
principle is predicated on the thought that 
these partners are so in name only, and the 
total income is in reality earned by the orig- 
inal producer.” However, a husband is not 
liable for the income of his firm after he 
transfers it in its entirety to his wife prior 
to the tax year, despite the hostility toward 
the splitting of his income via the family 
partnership, provided it is not a sham 
transaction.” 


Gifts 


A most settled feature of the family- 
partnership law is that an interest in a 
partnership is clearly invalid for income 
tax purposes when acquired by gift as 
part of a preconceived plan in the absence 
of other qualifying factors.“ If the gift is 
incomplete because no donation was in- 
tended or because the recipient does not 
have absolute and unrestricted control over 
it, a partnership as a consequence was never 
in fact created in contemplation of tax or 


3% Mack Perlman et al., CCH Dec. 16,093(M), 
6 TCM 1120. 


318, E. Boozer, CCH Dec. 16,008(M), 6 TCM 
1021. 


38 See footnote 19, supra. 


39 Robert E. Werner, CCH Dec. 15,199, 7 TC 
39; Paul Greene, CCH Dec. 15,226, 7 TC 142 
(acq.); Berk Estate, supra, footnote 33. 


#® Simmons v. Commissioner, 47-2 ustc { 9381, 
164 F. (2d) 220 (CCA-5), mod. CCH Dec. 
15,338(M), 5 TCM 700; J. M. Henson, CCH 
Dec. 16,304, 10 TC 491; R. W. Semmler, CCH 
Dec. 16,277(M), 7 TCM 92. 


“1 Howard B. Lawton, supra, footnote 19; 
Durwood v. Commissioner, supra, footnote 32; 
Abe Schreiber, CCH Dec. 15,076, 6 TC ‘707 
(acq.), aff'd by 47-1 ustc { 9181, 160 F. (2d) 
108 (CCA-6); Wade E. Moore, supra, footnote 
20; Benson v. Commissioner, supra, footnote 
20; Leonard Simons, CCH Dec. 15,217, 7 TC 
114; Edward Wetzel, CCH Dec. 15,757(M), 6 
TCM 412. 


other law.” Had a gift tax been paid under 
these circumstances, it should be refunded. 


The gift-tax law pertaining to the admis- 
sion of new partners is a perplexing one. 
Where no tangible property is presented to 
the invitees, the Tax Court holds that a 
gift tax is not in order because a business 
arrangement, rather than the giving of 
good will or other intangible, is contem- 
plated if the new partner renders vital 
services.“ However, where tangible prop- 
erty, such as firm assets including cash, are 
presented to members of a family, the gift- 
tax law is invoked.“ The relationship be- 
tween income and gift taxes is such that 
a donor may, under certain circumstances, 
be liable for gift taxes on a donation he 
made and, therefore, no longer possesses, 
and still be liable on the income thereof.” 


The Fischer case* is particularly signifi- 
cant on the question of gift taxes relative 
to the family-partnership problem. Fischer 
invited his two sons into a partnership 
arrangement. He contributed eighty per 
cent and they twenty per cent of the capital, 
but they were to share equally in the profits. 
Fischer retired from active participation 
in the venture, while his sons assumed its 
full responsibilities and duties. The Tax 
Court ruled at first that the firm was a 
genuine tax partnership and refused to dis- 
turb its profit-sharing agreement. This 
decision was acquiesced in by the Commis- 
sioner of Internal Revenue. Upon recon- 
sideration, the Commissioner pressed for 
a gift tax on the theory that Fischer do- 
nated to his sons two thirds of the firm’s 
profits which would normally belong to 
him. The Tax Court found that Fischer 
and his sons intended no gift of income 
but a business arrangement.” 


Capital donated to one’s wife, minof 
children and/or trusts, in a tax-invalid part- 
nership where the services rendered or other 
factors do not qualify the donees as part- 
ners, may be returned tax-free to the tax- 
conscious husband-father, provided the gift 
was not truly one in fact. He is incidentally 
entitled to a refund of his original gift tax 


40. William Lowry, CCH Dec. 13,905, 3 TC 
730, aff'd 46-1 ustc 19227, 154 F. (2d) 448 
(CCA-6): Frank J. Lorenz, CCH Dec. 13,906, 
3 TC 746, aff'd 45-1 ustc 7 9269, 148 F. (2d) 527 
(CCA-6); Jacob De Korse, CCH Dec. 14,563, 
5 TC 94, aff'd 46-2 ustc {§ 9402, 158 F. (2d) 801 
(CCA-6): Ernest A. Strong, CCH Dec. 15,415, 
7 TC 953, 45-2 ustc 9375, 150 F. (2d) 915 
(CCA-10). 

43 Willoughby Rothrock, 7 TC 8&8 (acqa.). 

4 William H. Gross, 7 TC 837 (acq.). 


* Charles Roeser, CCH Dec. 13,324, 2 TC 298 
(acq.); William Fleming, 3 TC 974 (nonaca.); 


if he paid one, regardless of the question 
as to the origin of the partner’s capital.* 
If, in this case, the gift was properly con- 
summated but the partnership suffered from 


‘the fact that the new partner’s capital 


contribution to it was not of his origin, a 
return of such capital might be attended 
by the payment of a new gift tax, despite 
the fact that one might have been paid 
originally. In this latter situation, the re- 
transfer of capital may not be as readily 
effected as the gift was in the first instance. 
One’s wife may now be estranged, the 
trusts will be involved in procuring releases 
of its creator, trustee and beneficiaries, and 
minor children will require guardians to 
act in their behalf. 


In Michigan, a husband succeeded in 
having a tax-invalid partnership with his 
wife declared a nullity on the theory that 
his mistaken knowledge of the Tower and 
Lusthaus doctrine was actually a mistake in 
fact, though it appears to be one in law.” 
A few days earlier, on October 4, 1948, the 
same Supreme Court of Michigan, in Lowry 
v. Kavanagh, held otherwise, where the 
primary motive in forming the tax-defective 
partnership was a gift to a wife and not 
tax-saving. 


The problem arises as to whether, when 
a gift tax has been paid on the original 
transfer of a donation of a partnership in- 
terest to a wife, gift taxes accrue on the 
subsequent annual payments of income to 
her, even though the partnership has since 
been declared invalid for tax purposes be- 
cause the original gift was not intended 
and/or the donor retained administrative 
control over it. It would seem that subse- 
quent gift taxes would not be in order for 
these very reasons. Besides, in the famous 
Clifford case," the taxpayer paid a tax on 
the original gift, and the Treasury did not 
attempt to collect gift taxes from the donor- 
creator of the trust annually thereafter for 
the duration of its short term, though it 
was disregarding the trust and taxing the 
donor-creator with the trust income when 
the beneficiary was enjoying this income. 


James A. Hogle, CCH Dec. 15,423, 7 TC 986 
(nonacq.), 48-1 ustc 7 10,592, 165 F. (2d) 352; 
Barbara Lockard, 7 TC 1151, aff'd 48-1 vustc 
| 10,604, 166 F. (2d) 409; J. M. Henson, supra, 
footnote 40; Samuel Friedman, supra, footnote 
20 


% William Fischer, CCH Dec. 14,690, 5 TC 
507 (acq.). 

478 TC 732 (acq.). 

4 Hrnest A. Strong, supra, footnote 42; Louis 
Bendet Estate, 5 TCM 302. 

49 Stone v. Stone, 319 Mich. 194. 

50 48-2 ustc { 9382, 34 N. W. (2d) 60. 

51 Supra, footnote 12. 
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Similarly, for estate-tax purposes, it has 
been ruled by the Tax Court that where the 
consummation of a gift results from an un- 
restricted delivery of part of a business in- 
terest, coupled with an intent to make a gift 
to one’s wife, such wife’s share of the cap- 
ital of the family partnership is not includ- 
ible in the deceased husband’s gross estate. 
However, if the gift were not completed for 
either one or both reasons, it is inferred that 
it would be part of his gross estate.” 


Compensation 
for Disqualified Partners 


Clearly, where the new partner serves 
full time, the share of the partnership prof- 
its prescribed for him will be upheld, if 
it is reasonable.” On the other hand, if 
the shares of the profits in the partnership 
agreement are unreasonably large for some 
partners, the Treasury might adjust them to 
be commensurate with service values to the 
firm. To the extent that the latter are negli- 
gible, it might ignore them. Spare-time 
assistance, occasional entertaining of cus- 
tomers and vacation assistance are treated 
as unworthy of recognition toward estab- 
lishing a family partnership for tax purposes.” 
An equal division of the profits between an 
old and a new partner has been frequently 
upheld.™ Not only may a partner be denied 
recognition of his services, but even his 
salary may be disallowed as a deduction to 
the single proprietorship, when the regu- 
larity and necessity of the services of the 
alleged partner are not established.” 


On the other hand, though a wife’s share 
in an alleged family partnership is con- 
sidered invalid for income tax purposes, 
nevertheless the income subsequently de- 
rived from this improper allocation of part- 


582 Louis Bendet Estate, supra, footnote 48. 


nership profits is reportable by her as her 
taxable income.” 


In a personal-service partnership, such as 
one in accounting, insurance or brokerage, 
the splitting of taxable income among mem- 
bers of a family is futile to the extent that 
income is allocated to those who do not per- 
form any services. Profits derived from 
personal services are taxable only to those 
who earn them.” However, if the wife con- 
tributes capital of her own origin and the 
husband renders services, the family part- 
nership would be a valid one, but her share 
of the profits would be governed by the 
significance and adequacy of her capital 
contribution.” 


Canfield Doctrine 


If the prospective partner will render no 
significant services for the enterprise and 
the old one renders all the services, and if 
capital is not essential for its success, no 
division of the income is permitted and the 
aggregate profits are allocated for tax pur- 
poses to their true producer.” On the other 
hand, where the new partner contributes 
some capital out of funds originating with 
himself and renders little vital services, the 
partnership profits are first allocated in propor- 
tion to the services performed. The remainder 
is divided between the partners, according to 
their respective capital contributions.” 


In the Canfield case,” a written partner- 
ship agreement, illegal under Michigan law, 
prescribed equal divisions of earnings and 
assets between a husband and wife, after the 
husband was allowed $100 per week. They 
both contributed capital of their respective 
origins to, and rendered services for, the 
firm but in greatly disproportionate amounts. 
The Tax Court overruled the Treasury’s dis- 
approval of this partnership arrangement 


5t Abe Schreiber, supra, footnote 41; S. Ken- 


53 Leo Marks, supra, footnote 31; Julius Black, 
CCH Dec. 15,645(M), 6 TCM 167; Willis Ander- 
son, supra, footnote 26; Francis A. Parker, 
supra, footnote 26: John Lang, CCH Dec. 15,194, 
7 TC 6; Samuel Goodman, CCH Dec. 15,136, 6 
TC 987 (acq.). 

5 Floyd D, Akers, CCH Dec. 15,073, 6 TC 693 
(acq.); Howard B. Lawton, supra, footnote 19; 
John Lang, supra, footnote 53; Hsther. Rosen- 
berg, CCH Dec. 15,203, 7 TC 73; Wade EH. Moore, 
supra, footnote 20; William A. Belcher, supra, 
footnote 34: Harte v. Commissioner, supra, 
footnote 30: David Paransky, CCH Dec. 
15,643(M), 6 TCM 161. 

55 Willis Anderson, supra, footnote 26; Leo 
Marks, supra, footnote 31; Julius Black, supra, 
footnote 53; Samuel Goodman, supra, footnote 
53. 

% Jake Weinstein, CCH Dec. 15,712(M), 6 TCM 
351, aff’d 48-1 ustc J 9183 (CCA-6); R. H. Cole, 
CCH Dec. 16,279(M), 7 TCM 105. 
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neth Alexander, supra, footnote 15. 

38 Harp v. Jones, 42-2 ustc { 9765, 131 F. (2d) 
292 (CCA-10); M. M. Argo, CCH Dec. 14,035, 
3 TC 1120, aff’d 45-2 ustc 9342, 150 F. (2d) 67 
(CCA-5); D. H. McHachern, CCH Dec. 14,538, 
5 TC 23; William G. Harvey, CCH Dec. 15,068, 
6 TC 653; Leonard Greenberg, CCH Dec. 
14,750(M), 5 TCM 732; Wade Allen, CCH Dec. 
15,125, 6 TC 899; William Kent, CCH Dec. 
15,764(M), 6 TCM 429, rev'd by 48-2 ustc { 9379, 
170 F. (2d) 131 (CCA-6). 

5° Humphreys v. Commissioner, 37-1  ustc 
f 9153, 88 F. (2d) 430 (CCA-2). 

© William G. Harvey, supra, footnote 58; 
Wade Allen, supra, footnote 58; Leonard Green- 
berg, supra, footnote 58; William Kent, supra, 
footnote 58. 

61 Max German, supra, footnote 16. 

® Claire L. Canfield, CCH Dec. 15,225, 7 TC 
135 (acq.), Superseded by CCH Dec. 15,414, 
7 TC 944, six judges dissenting. 
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and decided at first that eighty per cent of 
the firm’s earnings belonged to the husband 
and the balance to his wife. The court, after 
a re-examination of the facts by its entire 
body, revised its earlier opinion and changed 
once again the relative proportions of the 
distributive earnings of the spouses as pro- 
vided in the partnership agreement. This 
time it allowed the husband seventy-five 
per cent and the wife nothing for the re- 
spective services they rendered the firm. 
The balance of the earnings was divided 
between the husband and wife, according 
to the respective capital contributions orig- 
inating with each. The wife ended up with 
a mere seven per cent and the husband with 
a substantial ninety-three per cent of the firm’s 
earnings in the light of the Tax Court’s re- 
vised understanding of the true facts and the 
partners’ respective values to the firm. 

This case was appealed by the taxpayer 
to the Sixth Circuit Court, which reversed 
the lower one. It held that if a family part- 
nership is one in form and substance, the 
distributive formula for earnings among the 
partners, as provided for in the instrument, 
must not be revised.™ 

In the Woosley case, the Tax Court sus- 
tained the Commissioner of Internal Rev- 
enue in holding that the Woosley agreement 
constituted a bona-fide husband-wife part- 
nership to which both spouses made signifi- 
cant contributions of capital and skill, but 
reallocated a substantial part of the wife’s 
distributive income to the husband largely 
because his contractual share of the earnings 
was in disproportion to his capital account. 


The same Sixth Circuit Court reviewed 
the entire situation, reversed the Tax Court 
and the Commissioner and ruled that the 
distributive shares of the partnership earn- 
ings for the husband and wife as prescribed 
in the valid partnership agreement were fair 
and reasonable in the light of the wife’s 
contributions of capital and skill.” 

The Eighth Circuit Court followed suit 
in the Hartz case. It also held that realloca- 
tion of income is unwarranted once the part- 
nership is pronounced tax-valid, provided 
the facts therein support it.* 


Intermediate Partnerships 


Thus far the Treasury has been having a 
Roman holiday in disallowing or adversely 


63 Canfield v. Commissioner, 48-2 ustc { 9337, 
168 F. (2d) 907. 

* Woosley v. Commissioner, 48-1 ustc { 9292, 
168 F. (2d) 330 (CCA-6), rev’g CCH Dec. 
15,514(M), 5 TCM 1038. 

6 Hartz v. Commissioner, supra, footnote 30. 

* 1947-1 CB 66. 








revising the distributive shares of family 
partners, depending for its conduct upon the 
rigid alternate Tower and Lusthaus criteria 
and the host of supporting Tax Court deci- 
sions. It epitomized its thinking in I. T. 
3845. Therein it endorses the now defi- 
nitely replaced alternate precepts of the 
Tower and Lusthaus decisions modified by 
their corollary in the Canfield case. The 
former decisions have been construed by 
the Treasury to hold that a family partner, 
to be tax-valid, must contribute adequate 
capital of his own origin or render the firm 
vital services. The latter case rules that in 
a proper situation the Treasury may revise 
the distributive-profit terms of a partnership 
so that those who render significant partner- 
ship services get the lion’s share of the 
profits, depending upon their respective 
values to the firm, and the balance is divided 
proportionately among the self-originated 
capital contributors to the firm. As a con- 
sequence, this Treasury ruling divides fam- 
ily partnerships into tax-effective, tax-dodging 
and intermediate ones. A digest of it follows: 


(1) If a family partnership meets fully 
the alternate Tower and Lusthaus tests, the 
distributive shares of income of the respec- 
tive partners as provided for in the partner- 
ship agreement are respected.” 


(2) If the family-partnership agreement 
is a complete sham and deception, its earn- 
ings are fully allocated to their true earners. 


(3) If the family-partnership contract is 
a tax-avoidance scheme but if there is, 
nevertheless, a genuine joint business enter- 
prise, the terms of the agreement as such 
are disregarded and the parties are taxed 
according to their true roles in the business, 
with profits first apportioned among part- 
ners who render services and the balance 
distributed among the capital contributors 
according to amounts contributed.® 


Since the promulgation of I. T. 3845, 
Tower and Lusthaus have been superseded 
by Culbertson, and Canfield has been repealed, 
with the consequence that the entire ra- 
tionale for this Treasury ruling has been 
declared, in a sense, fallacious. The Cul- 
bertson reality test has since ‘unequivocally 
replaced the questionable alternate-original- 
capital-contribution and vital-service tests of 
Tower and Lusthaus, and the Canfield case in 

* Sol Flock, CCH Dec. 15,750, 8 TC 945 (acq.); 
William Fischer, supra, footnotes 19 and 46. 

®& Claire L. Canfield, supra, footnotes 62 and 
63; Max German, supra, footnote 16; M. M. 
Argo, supra, footnote 58; J. Z. Todd, CCH Dec. 


15,288, 7 TC 399; Hartz v. Commissioner, supra, 
footnote 30. 
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a measure now finally holds that there are 
two and not three categories of family part- 
nerships, i. e., the tax-valid and the tax- 
invalid. In practice, however, though the 
earlier Canfield case has been repealed, its 
principle has survived. The Treasury still 
countenances three categories of family 
partnerships, except that the reality test per- 
meates them all. It remains to be seen how 
liberally it will construe this new test. 


Tax Court Versus District Courts 


Having failed to defend the distributive- 
profit terms for the several parties in a 
family partnership, taxpayers, if they are 
litigious at all, usually favor taking their 
problems to the Tax Court rather than to 
a district court or the Court of Claims, pri- 
marily because the deficiency tax need not be 
paid in advance to be heard. Unfortunately 
for the taxpayers, the Tax Court has proven, 
thus far, to be an unduly Treasury-minded 
forum in family-partnership controversies 
because of its sincere though perhaps falla- 
ciously understood Tower and Lusthaus 
family-partnership tests. 


Formerly, the Tax Court, in a family- 
partnership matter, had the authority, after 
an examination of the evidence, to decide 
whether or not in fact a partnership existed 
for tax purposes. Its decision as to that was 
binding on the appellate federal courts, such 
as the circuit courts and the Supreme Court 
of the United States. Only if its findings 
were contrary to the weight of the evidence 
was its factual decision reversible.” This 
principle is referred to as the Dobson rule; 
it grew out of its namesake court decision. 
It was legislated out of existence as of Sep- 
tember 1, 1948.” It stood for the proposition 
that the Tax Court is best conversant with 
the facts in a tax case and that, therefore, 
its findings as to facts, though not neces- 
sarily as to law, are to be respected when- 
ever possible. However, the Tax Court no 
longer has this monopoly of fact interpre- 
tation, to the exclusion of the federal courts; 
this fact will be important in applying the 
Culbertson reality test in family-partnership 
controversies. 


6 Wilson v. Commissioner, supra, footnote 29; 
William Weizer, CCH Dec. 15,710(M), 6 TCM 
337, rev’d by 48-1 ustc 7 9155, 165 F. (2d) 772 
(CCA-6). - 

7 See footnote 17, supra. 

71 But see Isaac Blumberg, CCH Dec. 16,638, 
11 TC 663; A. M. Cohron, CCH Dec. 16,945(M), 
8 TCM 398. 

72 Brooklyn National Corporation v. Commis- 
sioner, 46-2 ustc { 9309, 157 F. (2d) 450 (CCA-2, 
1946) ; Kirschenbawm v. Commissioner, 46-1 ustc 
1 9231, 155 F. (2d) 23 (CCA-2, 1946). 


Family Partnerships 


Since the higher courts were practically 
bound to adopt the factual findings of the 
Tax Court as to whether a family partner- 
ship existed for tax purposes, and since the 
Tax Court was not given to a liberal inter- 
pretation of the Tower and Lusthaus princi- 
ples, taxpayers were well advised in the past 
to have meritorious cases argued before an- 
other tribunal.” The taxpayer had at least 
the alternative of having his case tried be- 
fore the district court, which appeared to be 
a more favorable forum for him. Appeals 
from it were not governed by the Dobson 
rule, and its jury trial, which could be ar- 
ranged for, was more apt to be amenable to 
the taxpayer’s point of view.” Though the 
disadvantage in this court was that the tax- 
payer had to pay the deficiency tax in ad- 
vance to qualify to be heard, this fact proved 
to be an advantage in disguise. Interest at 
six per cent on the deficiency ceased to run 
against the taxpayer from the day of pay- 
ment, in the event of defeat, whereas inter- 
est at the same rate accrued to the taxpayer 
against the Treasury, if the former was 
successful. 


From the reported Allen v. Knott decision 
of a district court in Georgia, it wouid 
appear that the taxpayer would not have 
been victorious if he had had his case tried 
in the Tax Court under the alleged Tower 
and Lusthaus doctrine. The facts therein are 
that a husband and wife conducted a busi- 
ness college. The source of the wife’s capi- 
tal was a gift from her husband, and the 
amount of services she rendered was 
negligible.” 


In the Schepps v. Arnold case, a district 
court in Texas ruled that a partnership be- 
tween a father and his invited son and 
daughter was bona fide for tax purposes. 
The son, a soldier, gave his father promis- 
sory notes for an interest in his business. 
The daughter had independent means and 
contributed little or no capital or services 
to the new firm.” 


Ford v. Maloney,” Beazley v. Allen," Cooke 
v. Glenn™ and Rupple v. Kuhl™ are additional 
taxpayers’ victories in the district courts. 


It is difficult to believe that the Tax 
Court, in the light of its judicial record in 


73 Allen v. Knott, 47-1 ustc { 9230 (DC Ga.), 
aff’d 48-1 ustc { 9207, 166 F. (2d) 798. 

™ Schepps v. Arnold, 47-2 ustc { 9341 (DC 
Tex., 1947), aff'd 48-1 ustc { 9208, 166 F. (2d) 
821 


% Supra, footnote 35. 

76 45-2 ustc { 9396, 61 F. Supp. 929 (DC Ga.), 
aff'd by 46-2 ustc { 9387, 157 F. (2d) 970 
(CCA-5). 

7 Supra, footnote 32. 

78 48-1 ustc {f 9302, 81 F. Supp. 318 (DC Wis.). 
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family-partnership controversies, would have 
decided in favor of these taxpayers under 
the Tower and Lusthaus doctrine if it were 
confronted with the problems involved 
therein. On the other hand, it is not true 
that the district courts were uniformly liberal.” 


The fate of family partnerships in the 
future depends much upon the Treasury’s 
implementation of the Culbertson reality test. 
As a practical matter it resolves itself into 
the identification of the irreducible minimum 
of factors that will satisfy this test. The 
Treasury’s attitude will in turn be governed 
in part by the fact and law determinations 
of the Tax Court and the lower federal 
courts. Of course, for the year 1948 and 
thereafter, the tax-minimization appeal of 
husband-wife partnerships is obviated by the 
tax reduction in the tax-splitting joint return. 


Culbertson Case and Reality Test 


In the Culbertson case, a father and his 
four sons purported to constitute a family 
partnership operating a cattle ranch. The 
father purchased his partner’s interest to 
resell to his sons. The boys signed an 
interest-bearing note, part of which was paid 
off from earnings of the business and the 
balance discharged by gift through cancella- 
tion. One son went directly into the Army, 
two others of school age worked during 
vacations and the eldest was a regular em- 
ployee. A gift of an interest to a daughter 
was not contemplated with a view toward 
making her a partner. A document was 
subsequently drawn up for credit purposes 
to the effect that the father controlled the 
business; but it was declared void because 
the sons had title to their respective part- 
nership interests. 

The Commissioner and then the Tax 
Court ruled that the business was not 4 
tax-valid partnership because neither vital 
services nor original capital was contributed 
by the sons. 


On the other hand, the Fifth Circuit Court 
reversed the Tax Court and held that the 
partnership was organized with no thought 
of income tax saving and was real both in 
substance and form, and that the expecta- 
tion that the boys would render services in 
the future qualified them. 


The United States Supreme Court, how- 
ever, ruled on appeal that the Fifth Cir- 


7 See Appel v. Smith, 47-1 ustc { 9223, 161 F. 
(2d) 121 (CCA-7), aff’'g 45-2 ustc { 9409, 63 F. 
Supp. 173 (DC Ind.); Smith v. Henslee, 47-2 
ustc J 9356, 72 F. Supp. 362 (DC Tenn.); Trapp 
v. U. §8., 48-2 ustc 7 9371 (DC Okla., September 
11, 1948). 
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cuit’s decision was wrong because an intent 
to produce future income cannot create pres- 
ent income to the person who has this inten- 
tion. It also differed with the Tax Court. 
It declared that the tests of original con- 
tributing capital or vital services as sup- 
posedly set up by the Tower case are not 
decisive but only circumstantial.” It said 
in part: 

“The question is not whether the services 
or capital contributed by a partner are of 
sufficient importance to meet some objective 
standard supposedly established by the 
Tower case, but whether, considering all 
the facts—the agreement, the conduct of the 
parties in execution of its provisions, their 
statements, the testimony of disinterested 
persons, the relationship of the parties, their 
respective abilities and capital contributions, 
the actual control of income and the pur- 
poses for which it is used, and any other 
facts throwing light on their true intent— 
the parties in good faith and acting with a 
business purpose intended to join together 
in the present conduct of the enterprise.” 


It is fruitless to discuss. whether the 
Supreme Court in the Culbertson case re- 
versed, modified or merely clarified its tests 
laid down in Tower and Lusthaus. The fact 
remains that, for the determination of the 
tax validity of a family partnership, the 
Supreme Court unquestionably has set up 
the reality test in place of the original- 
contributing-capital and the vital-service 
tests which the Treasury, the public and 
the courts have almost universally accepted, 
rightly or wrongly, as decisive criteria. 


Equally significant is the fact that the 
new Culbertson test is retroactive. Conse- 
quently, adverse family-partnership adjudi- 
cations should be reconsidered with a view 
toward deciding upon the procedure of re- 
argument or for an appeal in the light of 
the Culbertson standard. Family partner- 
ships still being processed in the Bureau of 
Internal Revenue should be accorded more 
favorable treatment. 


The reality or business-purpose test is not 
new. The courts developed it in connection 
with the Section 112 tax-free reorganization 
statute of the Internal Revenue Code.” It 
is not even new in connection with family- 
partnership controversies. The Fifth Cir- 
cuit Court expounded it when it considered 
the Culbertson™ matter on appeal from the 


8 Commissioner v. Culbertson, supra, foot- 
note 1. 

81 See, for example, Bazley v. Commissioner, 
47-1 ustc J 9288, 331 U. S. 737. 

82See Commissioner v. Culbertson, supra, 
footnote 1. See also Simmons v. Commissioner, 
supra, footnote 40. 
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Tax Court. The Eighth Circuit Court, too, 
did not conform closely to Tower and Lus- 
thaus but espoused the reality or business- 
purpose test in the Walsh®™ case. It reversed 
the Tax Court and held that a family part- 
nership, consisting of a mother, son, daughter- 
in-law and minor grandchild, was tax-valid 
because, after the assignment of assets, 
which the mother in part inherited from her 
husband, to the invited partners, the mother 
did not receive income from or have control 
over those assets. The Sixth Circuit Court 
particularly showed an inclination to re- 
nounce the rigorous alternate-original-capital- 
contribution and vital-service tests in exchange 
for the realistic concept.” 


On the other hand, the Fourth Circuit 
Court remained adamant in its adherence to 
the narrow Tower and Lusthaus doctrine.® 


Even the Tax Court showed evidence of 
conversion to the reality test and thus also 
acted as the forerunner of the Culbertson 
doctrine.” In the Blumberg case, a father- 
son partnership continued to be treated as 
valid for tax and other purposes even though 
the son in the taxable year was serving in 
the military forces. 


We are now ready to pass judgment upon 
the state of the law of family partnerships 
under the narrow Tower and Lusthaus doc- 
trine and the realistic Culbertson principle. 
The former arbitrarily distinguishes between 
two classes of income-producing property. 
It discriminates against a partnership inter- 
est and favors real estate, stocks and bonds. 
It rules that the bona-fide donation of a 
partnership interest is valid for all purposes 
but its income is attributable to the donor 
when the asset originated with him. On the 


other hand, the equally genuine donation of 
real estate to create a tenancy by the en- 
tirety or a joint tenancy, or of stocks and 
bonds to organize a family corporation or 
trust without limitations and reservations, 
vields taxable income to the donees and not 
to the donor. 


The vulnerability of a family partnership 
should not turn on whether or not the con- 
tribution of capital of the new partner origi- 
nated with him, whatever that might mean. 
If he receives it as a bona-fide gift from any 
source, and if he contributes it as his capital 
to a partnership, he should be considered a 
bona-fide partner. The proportionate dis- 
tributive shares of the partners’ profits, how- 
ever, need not necessarily be governed by 
the terms of the partnership agreement if 
they are unreasonably large or small. Just 
as corporate executive salaries are adjusted 
on the basis of reasonableness, so partners’ 
profits should be determined, but only after 
the relative values of the capital and per- 
sonal services in a venture are established. 
To this extent, unequivocal Culbertson 
realism is a significant contribution to the 
solution of family-partnership controversies. 


Whether Culbertson is a reversal, modifi- 
cation or clarification of Tower and Lusthaus 
is immaterial; and whether most tax practi- 
tioners and courts, and the Treasury, mis- 
construed Tower and Lusthaus is equally 
insignificant. The fact remains that the tide 
has changed. The courts, particularly, have 
vindicated themselves in the short post- 
Culbertson period. It would be folly, how- 
ever, to anticipate that the Culbertson reality 
test will spare, taxwise, all family partner- 
ships rendered vulnerable by the alleged 
Tower and Lusthaus tests." The Treasury’s 


8 TCM 754, split decision; Rocco Cardone, CCH 


88 Walsh v. Commissioner, 48-2 ustc { 9403, 
170 F. (2d) 535 (CCA-8), 
15,832(M), 6 TCM 606. 

8 Woosley v. Commissioner, supra, footnote 
64; William Weizer, supra, footnote 69; Howard 
B. Lawton, supra, footnote 19; William Kent, 
supra, footnote 58. 

8 Moore v. Commissioner, 48-2 ustc { 9400, 
170 F. (2d) 191, aff'g CCH Dec. 16,063(M), 6 
TCM 1067. 

86 Isaac Blumberg, supra, footnote 71; A. M. 
Cohron, supra, footnote 71. 

8’ Taxpayers’ Judicial Victories Since Culbert- 
son: Wenig v. Commissioner, 49-2 ustc { 9348 
(CA of D. C., July 18. 1949), rev’g CCH Dec. 
16,198(M), 6 TCM 1340; Atkins v. U. 8., 49-2 
ustc | 9407 (DC La., September 30, 1949); Sam 
Schnitzer, CCH Dec. 17,094, 13 TC 43; Earl H. 
Snow, CCH Dec. 17,121(M), 8 TCM 666; Fred 
C. Campbell, CCH Dec. 17,151(M), 8 TCM 715; 
O. H. Delchamps, CCH Dec. 17,160, 13 TC —, 
No. 39: Joseph Middlebrook, Jr., CCH Dec. 
17,197, 13 TC —, No. 54; Theodore Wilson, CCH 
Dec. 17,201, 13 TC —, No. 57; Frederick Depue 
Estate, CCH Dec. 17,209, 13 TC —, No. 62, one 
dissent; Abe Wolkowitz, CCH Dec. 17,168(M), 


rev’'g CCH Dec. 


Family Partnerships 


Dec. 17,184(M), 8 TCM 832, split decision; 
Huff v. Glenn, 49-2 ustc J 9421, 85 F. Supp. 386 
(DC Ky., August 2, 1949); Glenn v. Cooke, 49-2 
ustc { 9461, 177 F. (2d) 201 (CA-6, October 17, 
1949), aff’g 48-2 ustc J 9336, 78 F. Supp. 519; 
Greenberger v. Commissioner, 49-2 ustc {| 9454 
(CA-7, November 7, 1949), rev’g CCH Dec. 
16,443(M), 7 TCM 346; Rupple v. Kuhl, 49-2 
ustc { 9465 (CA-7, November 16, 1949), aff’g 
48-1 ustc { 9302, 81 F. Supp. 318; W. F. Har- 
mon, CCH Dec. 17,196, 13 TC —, No. 53; Mc- 
Phillips v. U. 8., 49-2 ustc {9423 (DC Ala., 
July 30, 1949); Crossley v. Campbell, 49-2 ustc 
7 9485 (DC Ill., November 17, 1949); Tsukasa 
Kiyono, CCH Dec. 17,247(M), 8 TCM 935; 
Charles Wolf, CCH Dec. 17,255(M), 8 TCM 949; 
Zygmunt Matuszewski,-CCH Dec. 17,281, 13 TC 
—, No. 96; Leon Haber, CCH Dec. 17,280(M), 
8 TCM 996; Trapp v. Jones, 50-1 ustc f 9101 (DC 
Okla., December 2, 1949 (for 1941)); Green v. 
Arnold, 49-2 ustc { 9480 (DC Tex., October 11, 
1949); Beasley v. Henslee, 49-2 ustc J 9495 (DC 
Tenn., August 5, 1949); John A. Morris, CCH 
Dec. 17,322, 13 TC —, No. 127; Phillip Hisen- 
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willingness to accede to the Culbertson real- 
ity test is already reflected in its more liberal 
treatment of family partnerships and in its 
official pronouncement.® 


Undoing Invalid Family Partnership 


If a partnership has proven invalid for 
income tax purposes, the futile gesture may 
be undone by resorting to one of the follow- 
ing procedures. Of course, in the meantime, 
the one who is charged with actually earn- 
ing the income is subject to a deficiency tax, 
but he can take a deduction for the interest 
therewith. The discredited partner who re- 
turns his purported share of the partnership 
profits to its true producer is entitled to a 
refund for the income taxes he paid, but he 
reports the interest thereon as taxable in- 
come. In a consideration of this problem, it 
must be remembered that the Revenue Act 
of 1948 has in effect remedied the situation 
in part by permitting married persons to 
split their incomes for tax purposes for the 
year 1948 and thereafter. 


(1) A family corporation may be organ- 
ized if the tax-invalidity of the family part- 
nership, as far as the new partner is concerned, 


(Footnote 87 continued) 


shtadt, CCH Dec. 17,414(M), 8 TCM 1059; 
Mundo v, Thompson, 50-1 ustc f 9107 (DC Ark., 
November 1, 1949); Snyder v. Smith, 50-1 ustc 
79138 (DC Pa., December 26, 1949); William 
Milenz, CCH Dec. 17,449(M), 8 TCM 22; 
Vaughan v. Carey, 50-1 ustc J 9144 (DC Ohio, 
December 13, 1949); Lamb v. Smith, 50-1 ustc 
719152 (DC Pa., January 12, 1950): Johns v. 
Commissioner, 50-1 ustc { 9214 (CA-5, March 2, 
1950), rev’g CCH Dec. 16,637(M), 7 TCM 711; 
Holcombe v. Scofield, 50-1 ustc § 9200 (DC Tex., 
February 20, 1950); Theurkauf v. Commissioner 
(CA-2, March 13, 1950), refused to review CCH 
Dec. 17,226, 13 TC 529; King v. Brodrick, 50-1 
ustc {9211 (DC Kan., November 15, 1949); 
Apt v. Birmingham, 50-1 ustc { 9247 (DC Iowa, 
March 25, 1950). 

Treasury Victories Since Culbertson: Trapp 
v. U. 8., 49-2 ustc J 9398 (CA-10, September 14, 
1949), aff’g 47-2 ustc 7 9351, 73 F. Supp. 385; 
Dewey F. Cobb, CCH Dec. 17,213, 13 TC —, 
No. 66, one dissent; W. Stanley Barrett, CCH 
Dec. 17,231, 13 TC —, No. 71; Morrison v. Com- 
missioner, 49-2 ustc { 9436, 177 F. (2d) 351 
(CA-2, October 26, 1949), aff’g CCH Dec. 16,645, 
11 TC 696; Molly A. Harkness, CCH Dec. 17,324, 
13 TC —, No. 129; Herman Feldman, CCH Dec. 
17,425, 14 TC —, No. .3: Edward A. Ardolina, 
CCH Dec. 17.433(M), 8 TCM 1111; Joseph 
Caporaletti, CCH Dec. 17,446(M), 9 TCM 19; 
Morgan C. Britt, CCH Dec. 17,450(M), 9 TCM 
26; Yiannias v. Commissioner, 50-1 ustc {J 9181 
(CA-8, February 14, 1950), aff’g CCH Dec. 
16,969(M), 8 TCM 457; H. Merritt Ashworth, 
CCH Dec. 17,492, 14 TC —, No. 28; Denison v. 
Commissioner, 50-1 ustc J 9230 (CA-6, February 
16, 1950), aff’g 11 TC 686; Samuel Mendelsohn, 
CCH Dec. 17,529(M), 9 TCM 148; H#. W. Wester, 
CCH Dec. 17,530(M), 9 TCM 151; Buckley v. 
Commissioner, 50-1 ustc { 9250 (CA-3, March 


is, among other factors, due to a contribu- 
tion of capital not from his own origin, or to 
the absence of significant services on his 
part. The future splitting of income can 
still be effected by the tax-free exchanging 
of the respective partners’ interests for stock 
in a newly organized corporation. However, 
if the original gift is incomplete because of 
the absence of donative intent and/or the 
release of control and dominion over the 
gifted property, the original proprietor might 
exchange his repossessed firm assets for an 
equivalent amount of stock of a new corpo- 
ration which he might present to his hereto- 
fore-discredited family partners. Such new 
shareholders will be entitled to dividends in 
the distributed corporate profits, according 
to the nature and number of the shares with 
which they were presented, and with reason- 
able compensation for whatever services 
they render, without their necessarily being 
of important managerial ability or skill.” 
Strangely enough, under the alleged Tower 
and Lusthaus doctrine and under certain cir- 
cumstances under the Culbertson test, the 
giving of other types of assets to family 
members with a view toward effecting a 
partnership might render it fatal for tax 
purposes. 


21, 1950), aff’'g CCH Dec. 17,086(M), 8 TCM 620: 
John H.' Carey, CCH Dec. 17,545(M), 9 TCM 
197; Stanback v. Robertson, 50-1 ustc { 9236 
(DC N. C., December 14, 1949); Ray L. Bat- 
man, CCH Dec. 17,553(M). 

Appellate Courts’ Reversals and Remands of 
Pre-Culbertson Decisions: Anna Harris, 49-2 
ustc {9345 (CA-9, July 13, 1949), rev’g and 
rem’g CCH Dec. 16,384, 10 TC 818: Trepte v. 
Commissioner, 49-2 ustc { 9344 (CA-9, July 13, 
1949), rev’g and rem’g CCH Dec. 16,430(M), 7 
TCM 317; Seabrook v. Commissioner, 49-2 ustc 
7 9360 (CA-5, August 2, 1949), rev’g and rem’g 
CCH Dec. 16,172(M), 6 TCM 1273; Ginsburg v. 
Arnold, 49-2 ustc { 9396 (CA-5, September 13, 
1949), vacating its own previous judgment, 
rev’g and rem’g 48-1 ustc { 9264 (DC Tex., 
1948); Nelsen v. Commissioner, 49-2 ustc f 9459, 
177 F. (2d) 203 (CA-6, October 12, 1949), aff’g 
CCH Dec. 16,322(M), 7 TCM 172; Eric Nel- 
son, CCH Dec. 17,248(M), 8 TCM 942; H. V. 
Funai, CCH Dec. 17,270, 13 TC —, No. 90: 
Johnston wv. Commissioner, 50-1 ustc ff 9231 
(CA-6, February 14, 1950), rev’g and rem’g 
CCH Dec. 16,860(M), 8 TCM 198. 

In Grayson v. Deal et al., 49-2 ustc {f 9408 
(DC Ala., July 29, 1949), a district court set 
aside a jury verdict for a taxpayer and granted 
a new trial because the court doubted that a 
Culbertson family partnership existed, primarily 
because of an incomplete gift of capital and of 
the absence of vital services. 

88 Ct. D. 1723, CB 1949-16-13139. 

8° Carlton Overton, CCH Dec. 15,002, 6 TC 
304, aff'd 47-1 ustc 9292, 162 F. (2d) 155 
(CCA-2); Code Section 22 (a); Clifford v. Hel- 
vering, supra, footnote 12; Leonard Greenberg, 
supra, footnote 58; David L. Wilkoff, CCH Dec. 
15,613(M), 6 TCM 118; Howard Lawton, supra, 
footnote 19; Hrnest A. Strong, supra, foot- 
note 42. 
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(2) No discussion of the tax aspects of 
family partnerships would be complete with- 
out treating tenancies by the entirety and 
joint tenancies, particularly for the inactive 
members of a family. This tactic might well 
be considered in dealing with family part- 
nerships defective under the alleged Tower 
and Lusthaus doctrine and the unequivocal 
Culbertson principle. 

Joint tenancies ® and tenancies by the en- 
tirety™ resemble partnerships in real and 
personal property, depending upon state 
statute, for which either one or both parties 
supply the purchase price, except that in a 
tenancy by the entirety the parties are mar- 
ried to one another. These tenancies are 
alike insofar as the property involved is not 
subject to disposition by will or inheritance, 
but remains vested in the survivor.” Be- 
sides, they are not usually subject to the 
personal debts of the parties but only to the 
tenancy’s debts.” Similarly, the surviving 
tenants are not. liable as transferees for the 
tax liabilities of their deceased co-tenants.™ 
Unlike the usual estate-tax law that in- 
herited property acquires the fair market 
value at the time of or within one year after 
the death of the owner, the assets of these 
tenancies retain their purchaser’s adjusted- 
cost value in the possession of the survivor 
for purposes of future sale and depreciation 
allowance.” This may work a tax advantage 
or disadvantage depending on circumstances. 
Of course, all the assets of these tenancies 
are included in the estate of the first party 
to die, at full market value for estate-tax 
purposes. Naturally, credit is allowed against 


T. T. 3754: G. C. M. 6677; Carpenter v. Com- 
missioner, 68 F. (2d) 995. 

"Lang v. Commissioner, 3 ustc { 1088, 289 
U. S. 109; Edward Schiesser, CCH Dec. 8154, 28 
BTA 640. 

® Regulations 105, Section 81.22; Tyler v. 
U. S., 281 U. S. 497; Lang v. Commissioner, 
supra, footnote 91: Elizabeth Boykin, CCH Dec. 
5145, 16 BTA 477; Edward Schiesser, supra, 
footnote 91; I. T. 1635, CB June 23, p. 19; I. T. 
3279, 1939-1 CB 142. 

%U, §. v. Nathanson, 45-1 ustc { 9194, 60 F. 
Supp. 193 (DC Mich., 1945). 

% Irvine v. Helvering, 38-2 ustc 7 9560, 99 F. 
(2d) 265 (CCA-8), rev’'g CCH Dec. 9777, 36 BTA 
653; Tooley v. Commissioner, 41-2 ustc { 9540, 
121 F. (2d) 350 (CCA-9), rev’g CCH Dec. 11,351, 
42 BTA 977. 

% Lang v. Commissioner, swpra, footnote 91; 
I. T. 1635; Code Section 113 (a) (5); I. T.’s 
3754 and 3785; Helen Carpenter, CCH Dec. 7853, 
27 BTA 282, dism’d 68 F. (2d) 995; G. C. M. 
6677; Hdward Schiesser, supra, footnote 91. 

% Code Section 811 (e). 

™ Code Section 811; Regulations 105, Section 
81.22; Drummond’s Estate v. Paschal, 47-2 ustc 
{ 10,578, 75 F. Supp. 46 (DC Ark.). 

% Regulations 86.19(h). 

%” G. C. M. 15530, CB’December, 1935, p. 107; 
I. T. 3785, CB 1946-4; F. C. Nicodemus, Jr., 
CCH Dec. 7581, 26 BTA 125. 


Family Partnerships 


the estate tax for any gift tax paid.” And 
any or all the assets which were purchased 
with the survivor’s funds-are excluded from 
the gross estate. If the survivor dies at any 
time thereafter, this inheritance might once 
again be subjected to estate tax if, at the 
time of the death of the first spouse, it was 
treated as part of the adjusted gross estate 
between spouses in order to arrive at the 
marital deduction, to effect estate-tax econ- 
omy.” Where one party—as perhaps in a 
tenancy by the entirety—furnishes the entire 
purchase price, the Treasury assumes that a 
gift was made to the wife for the right of 
survivorship and a one-half interest in the 
net income of the property, for which a gift 
tax is due, based on their respective actu- 
arily estimated lengths of life.* They may 
share interest deductions on mortgages,” 
tax deductions’ and casualty losses™ or 
they may relegate them to any one of the 
parties, if that party is, legally obligated to 
pay them and does so in full.*” Accord- 
ingly, the parties may distribute these de- 
ductions to effect the greatest tax advantage. 

As to the question of reporting income 
from these tenancies, the law of the state 
where the business entity exists governs the 
amount of the distribution among the parties. 
In Massachusetts,™ earnings of and profits 
from the sale of the tenancy assets consti- 
tute the taxable income of the one who pro- 
vided the purchase price. In most of the 
other states, such earnings belong to, and 
are reported for tax purposes by, all the 
parties in equal shares, irrespective of who 
furnished the consideration.™ 


10 Ibid.; William Tracy, CCH Dec. 7510, 25 
BTA 1055. 


10 T. T. 3304, 1939-2 CB 158. 
102 See footnote 100, supra. 


103 Cooley v. Commissioner, 35-1 ustc { 9134, 
75 F. (2d) 188 (CCA-1), aff’'g CCH Dec. 7973, 
27 BTA 986. In North Carolina, only the gains 
and losses are divided equally. I. T. 3878. 


104 District of Columbia: I. T. 3796, I. R. B. 
1946-9. Florida: G. C. M. 3111, CB June, 1928, 
p. 112; I. T. 3235, CB 1938-2, p. 160. Maryland: 
I. T. 1670, CB June, 1923, p. 146: George E. 
Saulsbury, CCH Dec. 7927, 27 BTA 744. Michi- 
gan: Commissioner v. Hart, 35-1 ustc { 9300, 
76 F. (2d) 864 (CCA-6), aff’g CCH Dec. 7892, 
27 BTA 528; Herman Gessner, CCH Dec. 9058, 
32 BTA 1258; Paul G. Greene, CCH Dec. 15,226, 
7 TC 142; Walter G. Morley, CCH Dec. 15,752, 
8 TC 904. Missouri: I. T. 2381, CB December, 
1927, p. 118; Daniel Upthegrove, CCH Dec. 
9209, 33 BTA 952. New York: I. T. 1555, CB 
June, 1923, p. 142; Mollie Shaffran, CCH Dec. 
5608, 18 BTA 91. Oregon: I. TP. 3743, I. R. B. 
1945-12; Edwin F. Sandberg, CCH Dec. 15,631, 
8 TC 423. Pennsylvania: George K. Brennen, 
CCH Dec. 14,515, 4 TC 1260; I. T. 3783, I. R. B. 
1946-4. 





It is difficult to reconcile the majority 
rule as to the reporting of taxable income 
of joint tenancies and tenancies by the en- 
tirety with that of family partnerships, under 
the alleged Tower and Lusthaus doctrine. 
But it is very obvious that such tenancies, 
where they are applicable, make it possible 
to do what one cannot do sometimes with a 
family partnership. Apparently, it is pos- 
sible for a husband to purchase real prop- 
erty, vest title in it in the names of his wife 
and himself and thereafter divide the earn- 
ings and capital gains between them as a 
tenancy by the entirety, which he might not 
do as a family partnership either under the 
alleged Tower and Lusthaus doctrine or under 
certain circumstances under the Culbertson 
principle. 

The common-law definitions of joint ten- 
ancy and tenancy by the entirety have been 
modified by state statute as to details. It is 
imperative to become acquainted with the 
exact legal import of these entities in the 
state where they are organized, because their 
state validity governs their federal income 
tax status. It should be particularly borne 
in mind that joint tenancies and tenancies by 
the entirety of personal property, such as 
stocks and bonds, are possible, just as those 
of real property, in some states. 


(3) Another possible method of undoing 
a tax-invalid partnership is to dissolve the 
partnership and conduct two distinct busi- 
nesses, one by some members of the family 
and the other by others. This arrangement 
is tax-hazardous to the extent that the 
Treasury may ignore the second business 
entity and impute its taxable income to that 
of its original producers, under Code Sec- 
tion 45, on the theory that such reallocation 
of income and disbursement would more 
correctly reflect taxable income. 


: 


How to Organize Inviolate 
Family Partnership 


Though an oral partnership agreement is 
just as valid as a written one, it is much 
simpler to convince a critical Treasury of 
its existence and the reasonableness of its 
provisions if it is in writing. Each prospec- 
tive partner should be represented by coun- 
sel so that his interests are protected in 
entering upon the riew venture. The nego- 
tiations should be reduced to writing and 
carefully preserved so that an arm’s-length 
conclusion can be established, if need be. 


Recording the organization of the new 
business entity with the proper city and state 
officials is ordinarily sufficient public notice 


that it exists. This minimum public declara- 
tion may prove inadequate for tax purposes. 
It should be supplemented with an announce- 
ment to customers, suppliers, banks and 
credit agencies of the make-up of its per- 
sonnel, the respective duties and specialties 
of its members, and other provisions that 
may be disclosed without violating business 
secrets or the rights of limited partners, if 
there are any. 


The shares of profits of partners should 
be governed by the reasonable value of their 
services for, and respective capital contribu- 
tions in, the partnership, as measured by 
industry standards. Avoid granting pseudo- 
loans and disguised gifts which are in reality 
additional profits to relatively active partners. 


The partnership ledgers and bank books 
should accurately reflect in form and in fact 
the operations of the partnership. A com- 
mingling of the funds of the partnership and 
those of the individual partners should not 
be tolerated. The identity of the drawings 
and profits of the individual partners, par- 
ticularly those of husband and wife, should 
not be lost so that it becomes impossible to 
establish that the husband performs his legal 
duty of supporting his wife and their de- 
pendent children. The conduct of the part- 
nership in relationship to its component 
partners should be so circumspect that its 
good faith cannot be challenged successfully 
by the Treasury. Unlike other partnerships, 
family partnerships cannot be unduly cau- 
tious in guarding their behavior if they 
cherish the tax-savings they seek. 


Under the decisions of Tower and Lus- 
thaus and even of Culbertson, donating funds 
or other assets to an invitee in anticipation 
of his entering into a partnership arrange- 
ment is much more tax-vulnerable than his 
contributing to it adequate assets of his 
own origin, though we cannot as yet define 
this latter term with accuracy. To the ex- 
tent that one relies on this latter factor to 
defend a family partnership and its conse- 
quent tax advantages, it is imperative that 
the cursory records be collected and pre- 
served at once to establish the origin and 
source of the assets of the new partners, so 
that they will be in readiness for defense 
should they be required in the future. 


Another way of organizing a tax-inviolate 
family partnership is to avoid a partnership 
entirely if strict compliance with the tenets 
of the Culbertson reality test is doubtful, and 
to consider a joint tenancy, a tenancy by the 
entirety, a family corporation, a family trust 
without creator-control or dominion over 
the trust income or assets, or just a tax- 
splitting joint return for spouses. [The End] 
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HE TAX PROBLEMS in buying out 

a co-stockholder would appear at first 
blush to be most simple, involving only the 
application of the capital gains provisions 
of the Internal Revenue Code. However, 
as is true of so many problems, including 
women, what at first look appears simple 
becomes more complex when carefully 
scrutinized. Especially is this true in the 
case of the so-called “close corporation” * 
which is the subject of our consideration 
here and which is to be distinguished from 
the publicly owned corporation. 


These complexities arise not only from 
the intricacies of the tax law, confusing as 
that may be in itself,? but also stem basically 
from the inherent nature of the “close cor- 
poration” and from the fact that, for tax and 
other purposes as well, the close corpora- 
tion is in effect a hybrid—neither fish nor 
fowl—which is in form a corporation but 
in fact operated more like a partnership. 
Further complexities arise from the varying 
distinctions drawn between the close cor- 
poration and the large, publicly owned cor- 
poration.® 


1A ‘‘close corporation’’ has been defined as 
one ‘‘wherein all the outstanding stock (there 
being no publicly held securities of any other 
class) is owned by a small number of persons 
who are personally active in the management 
of the business.’’ Rohrlich, Organizing Corpo- 
rate and Other Business Enterprises (1949 Ed.). 
Section 4.19. It is stated further by the same 
author that the primary attribute is not the 
size of the business or the number of its 
shareholders, but the identity between owner- 
ship and active management (Ibid., Section 
3.19, n. 10), as in the case of the partnership. 
Cf. Commissioner v. Tower, 46-1 ustc { 9189, 
327 U. S. 280, 286-287, 290, 66 S. Ct. 532 (1946). 
2It is accurately stated that the general prob- 
lem is ‘‘one of the most complex and elusive 


How to Buy Out Co-Stockholder 


It is primarily for these reasons that it 
is difficult to find consistency in the cases, 
and each case must, in the last analysis, 
stand upon its own particular and usually 
peculiar facts.“ However, bearing these 
factors in mind, we can break our particular 
problem down in such a fashion as to give 
us soundings and bearings with which to 
chart our own course as each particular 
situation arises. 


Let us, then, proceed with our considera- 
tion of the problem at hand by dividing it, 
unlike Caesar’s Gaul, into two parts: (I) the 
problems pertaining to the buying out of a 
stockholder by the corporation; and (II) 
the problems pertaining to the buying out 
of a stockholder by a co-stockholder. 


As indicated by the subject, we shall 
discuss the problem primarily from the 
viewpoint of the accomplishment of corpo- 
rate rather than stockholder objectives.’ 
Furthermore, it should be borne in mind 
that we are here concerned with the acquisi- 
tion, by purchase, of all of a particular 
stockholder’s stock and not with the pro- 
rata acquisition, by distribution of assets or 


in the tax law,’’ due partly to the ‘‘variety of 
factual elements’’ and partly to the piecemeal 
legislative tinkering with Section 115. Rabkin 
and Johnson, Federal Income Gift and Estate 
Taxation, Chap. 3, Section 7. 

3 Rohrlich, op. cit.. Section 4.21. 

4Cf. Samuel A. Upham, CCH Dec. 14,484, 4 
TC 1120 (1945): Bona Allen, Jr., CCH Dec. 
10,980, 41 BTA 206, 210 (1940). 

5 While it may be, in the case of a reor- 
ganization of a close corporation, that there 
is no real basis for differentiating between 
“corporate purpose’’ and ‘shareholder  pur- 
pose,”’ as was stated in the case of Harriet S. 
W. Lewis et al., Trustees v. Commissioner, 
49-2 ustc { 9377, 176 F. (2d) 646 (CA-1, 1949), 

(Footnote continued on following page) 
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otherwise, of a part of the stock of all stock- 
holders, as in the case of the usual partial 
liquidations which may or may not fall 
within the orbit of Section 115 (g).* Hence, 
the cases dealing with the latter situation, 
the usual partial-liquidation cases, should 
not be confused or, rather, continue to be 
confused with those involving the former 
transaction, the purchase of all the stock 
of a particular stockholder, because, while 
the two problems are closely related and 
may even overlap (cf. Pullman, Inc., CCH 
Dec. 15,596, 8 TC 292), they are neverthe- 
less distinct and the similarity merely em- 
phasizes the important difference.’ Failure 
to appreciate the distinction has, it is be- 
lieved, led to a good deal of confusion and 
loose thinking on the particular problem 
here under discussion.® 


The point is, as clearly emphasized in 
Sections 29.115-1, 29.115-5 and 29.115-9 of 
the Regulations,® that there are three re- 
lated but, nevertheless, separate and distinct 
problems which may be presented by a par- 
ticular stock disposition transaction and 
which are to be distinguished taxwise: 


(1) A strict stock purchase of all the 
stock of a particular stockholder, a transac- 


(Footnote 5 continued) 

that certainly should not be true of transac- 
tions of the kind here being considered. Harry 
A. Koch, CCH Dec. 7741, 26 BTA 1025 (1932); 
Clara Louise Flinn, CCH Dec. 10,061, 37 BTA 
1085, 1094 (1938): Bona Allen, Jr., case, supra; 
Fred B. Snite, CCH Dec. 16,311, 10 TC 523, 532 
(1948), nonacq. 1948-2 CB 6; cf. Samuel A. 
Upham, supra; Rheinstrom v. Conner, 42-1 ustc 
7 9279, 125 F. (2d) 790, 796 (CCA-6, 1942). But 
ef. Pullman, Inc., CCH Dec. 15,596, 8 TC 292, 
298 (1947): Kirschenbaum v. Commissioner, 
46-1 ustc { 9231, 155 F. (2d) 23, 24 (CCA-2, 
1946). 

It has been suggested that the showing of 
a corporate, as distinguished from a business, 
purpose is required only where the issue con- 
cerns the purchase of part, rather than all, 
of a stockholder’s stock (Miller, ‘‘Stock Re- 
demptions,’’ 6 New York University Tax In- 
stitute 307, 313), and that such showing is 
unnecessary in the latter case. Even if this 
should be the rule, it is clearly desirable to 
have a showing of corporate rather than stock- 
holder purpose in the latter case also in terms 
of Section 115 (g), particularly if the corpo- 
ration is owned by only a single stockholder 
rather than several. Cf. Harry A. Koch, supra. 
See also Fred B. Snite, supra. 


* Regulations 111, Section 29.115-9. See Georgia 
P. Johnson et al., CCH Dec. 15,842(M), 6 TCM 
633, 641 (1947). But cf. Regulations 111, Sec- 
tion 29.115-5; Jeffries v. Commissioner, 46-2 
ustc { 9396, 158 F. (2d) 225 (CCA-5, 1946). 


™See Lucius Pitkin, Inc., CCH Dec. 17,232, 
13 TC 547 (1949). 


*Cf. Pullman, Inc., supra, where the trans- 
action, in form, purported to be a purchase 
of part of the stock of the single stockholder 
and also partook of the nature of the usual 
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tion of the kind we are here considering, as, 
for instance, in the case of Fred B. Snite;* 


(2) A partial liquidation involving the 
acquisition and cancellation of all the stock 
of one of several stockholders by distribu- 
tion in kind, as found in the case of Lucius 
Pitkin, Inc. and which should be distin- 
guished from the pro-rata cancellation or 
redemption of a part of the stock of all the 
stockholders as is indicated in Section 
29.115-9; * 


(3) A dividend under Section 115 (g), 
as, for instance, in the case of Hyman v. 
Helvering.® 


Buying Out of Stockholder’s Stock 
by Corporation 


The most effective way to consider the 
problems pertaining to the purchase of a 
stockholder’s stock by the corporation is to 
look first at the corporate tax position and 
objectives and then at the stockholder’s tax 
position and objectives, bearing in mind that 
there may or may not be a conflict between 
the tax position and objectives of the cor- 
poration and the stockholder, and that the 
extent and nature thereof will, in large part, 


partial liquidation because it involved only a 
part of his stock. The court was hazy in 
drawing the distinction between the two dif- 
ferent kinds of transactions, but, nevertheless, 
indicated (p. 297) that had there been a cor- 
porate business purpose and a bona fide pur- 
chase transaction, there would have been a 
capital transaction rather than a dividend. Cf. 
also Hyman v. Helvering, 1934 CCH { 9280, 71 
F. (2d) 342 (CCA D. C., 1934), for a similar 
situation where only a single stockholder owned 
the corporation. For the reasons indicated at 
p. 344 of the last-cited case, cases involving a 
single stockholder admittedly are nearer Section 
115 (g) than those cases where there are several 
stockholders. Of course, had all the stock of 
the sole stockholder in the Pullman and Hyman 
cases been acquired rather than a part, the 
question would then be one of complete liqui- 
dation in relation to Section 115 (g) rather 
than partial liquidation. 


*And see and compare also Section 29.22 
(a)-15 with Section 29.22 (a)-20. 


10 Footnote 5, supra. 


11 Footnote 7, supra. Note that this trans- 
action involved corporate tax liability, that it 
was undertaken for stockholder rather than 
corporate purposes and that the Commissioner 
was the one contending that the transaction 
was a partial liquidation under Section 29.22 
(a)-15 of the Regulations rather than a loss 
under Section 29.22 (a)-15 as contended by the 
taxpayer. 


122 But cf. L. B. Coley, CCH Dec. 12,125, 45 
BTA 405, 415 (1941), appeal dismissed (CCA-5, 
May 25, 1942), where the court stated that it 
was not necessary to have a liquidation of 
every stockholder in order to have a pro-rata 
liquidation. 


33 Footnote 8, swpra. 
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determine the purchase price of the stock 
to the corporation and, in fact, whether the 
transaction can even be effected in a prac- 
tical manner.” 


Corporate Tax Position and Objectives 


The corporate objective in the purchase 
of its own stock from one of its stockhold- 
ers may be either the contraction or expan- 
sion of its operations. It may be motivated 
therein by such legitimate, corporate-busi- 
ness reasons as financial requirements,” em- 
ployee benefits * and the like,” and, as pointed 
out above,” these are to be contrasted and 
distinguished from the stockholder’s pur- 
poses and objectives, such as the securing 
of cash from the corporation.” 


A primary corporate tax requisite in the 
purchase of its own stock will, of course, 
be to buy the stock without gain to it and 
in such a manner as to provide a maximum 
flexibility therewith for its future operations. 
Whether gain (or loss) will be realized by 
the corporation from the purchase of its 
stock will depend upon the nature of the 
purchase transaction, the consideration paid 
therefor and the subsequent disposition of 
the stock by the corporation.” It appears 
that the ordinary purchase of its stock by 
a corporation with cash, followed by retire- 
ment of the stock will be treated as a capital 
transaction with no gain or loss realized by 
the corporation.” Where, however, the stock 
is purchased with corporate property rather 
than cash it may be a purchase, but it may, 
on the other hand, be a sale of corporate 
assets, a liquidating distribution or a non- 


14 See ‘‘What’s Your Business Really Worth?”’ 
Research Institute Policy Memorandum, March 
7, 1949, 

1% Harry A. Koch, supra, footnote 5. 

18 Fred B. Snite and Samuel A. Upham cases, 
supra, footnotes 5 and 4. 

1 Joseph W. Imler, CCH Dec. 16,691, 11 TC 
836 (1949). 

1% Footnote 5, supra. 

19 Pullman, Inc., case, supra, footnote 5. 

2 Regulations 111, Section 29.22 (a)-15. Cf. 
Section 29.22 (a)-20. See also Lucius Pitkin, 
Inc., supra, footnote 7. 

21 First Chrold Corporation v. Commissioner, 
38-2 ustc { 9332, 97 F. (2d) 22 (CCA-3, 1938), 
rev’d 39-1 ustc { 9283, 306 U. S. 117, on other 
issues. See also Hutchins Lumber & Storage 
Company, CCH Dec. 1600, 4 BTA 705, 711 (1926). 
But cf. Lucius Pitkin, Inc., supra, footnote 7. 
Quare if retirement is material at this point. 
Cf. footnote 26, infra. 

22 Burnet v. Commonwealth Improvement Com- 
pany, 3 ustc 9 1009, 287 U. S. 415; Allyne-Zerk 
Company v. Commissioner, 36-1 ustc { 9239, 83 
F. (2d) 525 (CCA-6, 1936). 

23See Regulations 111, Sections 29.22 (a)-15, 
29.22 (a)-20. See also Lucius Pitkin, Inc., 
supra, footnote 7. But cf. J. T. 8S. Brown’s Son 
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taxable exchange under Section 112 of the 
Code. If the transaction is in fact a sale of 
corporate assets rather than a purchase of 
stock, gain or loss is realized by the cor- 
poration to the extent the value of the 
stock exceeds or is less than the cost 
basis of the assets surrendered for the stock.” 
If the transaction partakes of the nature of 
a liquidating distribution, then the Regula- 
tions indicate that no gain or loss is to be 
realized by the corporation upon the acqui- 
sition of its stock in connection therewith.” 


Of course, in the event the corporation 
buys in its stock and does not retire it, but 
holds it as treasury stock and later sells it, 
we get into the area of an entirely different 
but related problem pertaining to the real- 
ization of gain by the corporation at the 
time of the subsequent disposition of the 
stock, as distinguished from the original 
acquisition thereof.* Suffice it to say that, 
notwithstanding the varying factual distinc- 
tions developed in the Regulations * and the 
present conflict in the decisions of the courts 
thereon, it is a hardy corporate taxpayer 
that will voluntarily invite trouble in this 
respect and risk a gain when the problem 
can rather easily be avoided by the retire- 
ment of such stock as the corporation has 
bought in and, if necessary, by the use of 
previously issued or newly issued stock for 
the desired disposition purpose.™ 


Stockholder’s Tax Position and Objectives 


So much for the corporate tax position 
and objectives in connection with the pur- 
chase of all of its stock owned by a par- 


Company, CCH Dec. 16,388, 10 TC 840 (1948), 
acq. 1948-2 CB 1. 

% See Lucius Pitkin, Inc., supra, footnote 7. 

2 Regulations 111, Section 29.22 (a)-15. 

2eSee generally Fager, ‘‘Watch Out for 
Treasury Stock,’’ TAxeEs—The Tax Magazine, 
August, 1949, p. 719; Smith, ‘‘Gains Derived 
From the Sale of Treasury Stock,’’ Proceed- 
ings of New York University Seventh Annual 
Institute on Federal Taxation, p. 582. See also 
note, 62 Harvard Law Review 1074. 

Note, however, that what the corporation 
does with the stock may have a bearing upon 
whether there is a sale or partial liquidation. 
Cf. Alpers v. Commissioner, 42-1 ustc { 9231, 
126 F. (2d) 58 (CCA-2, 1942), with the Kirsch- 
enbaum v. Commissioner case, supra. See also 
William A. Smith, CCH Dec. 10,398, 38 BTA 
317 (acq.); Andrews, CCH Dec. 10,794-G (memo. 
op.). Perhaps, as suggested in the latter case, 
the premium is not upon what the corpora- 
tion does but upon in which forum the tax- 
payer proceeds. See also Ray and Hammonds, 
‘“‘Federal Income Tax Treatment of Oil Pay- 
ments: The Validity of G. C. M. 24849,’’ 25 
Texas Law Review 121, 124. The potential 
variables, of course, make the fascination and 
complexities of the problem increase in direct 
proportion thereto. 
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ticular stockholder. We turn now to a con- 
sideration of the transaction from the view- 
point of the stockholder. 


Most generally, the stockholder will be 
interested in making a sale of his stock to 
his corporation for the purpose of obtaining 
cash therefor, the corporation being very 
frequently the most desirable and likely and, 
in most cases, the only market he has for 
that purpose. The tax considerations in- 
volved in the accomplishment of this par- 
ticular objective have been heretofore detailed 
in effective style” and will not, therefore, 
be further considered here except to point 
out that Section 115 (g) is a flashing red 
light for the wary. As previously stated, we 
are here primarily concerned with the ac- 
complishment of corporate rather than a 
particular stockholder’s objectives. 


In dealing with the corporation,™ the 
stockholder will usually be primarily in- 
terested and concerned in ascertaining 


27 Miller, ‘‘Stock Redemptions,’’ Proceedings 
of New York University Sixth Annual Institute 
on Federal Taxation. See also Recommenda- 
tion III, ‘‘Taxation of Distributions from Cor- 
porations to Decedents’ Estates where Funds 
Are Required to Pay Taxes, etc.,’’ Report of 
the Committee on Federal Income Taxes, Sec- 
tion of Taxation, American Bar Association, 
at tenth annual meeting of the Section at St. 
Louis, Missouri, which recommendation was 
given the approval of the Section of Taxation 
at that meeting. 


%A sale to a wholly owned subsidiary is 
not regarded as a sale to the corporation and 
this route presents an opportunity for solving 
the problem simply to the taxpayer’s advan- 
tage. Rodman Wanamaker Trust, CCH Dec. 
16,598, 11 TC 365 (1948). But cf. Commissioner 
v. Transport Trading and Terminal Corpora- 
tion, 49-2 ustc { 9337, 176 F. (2d) 570 (CA-2, 
1949) involving sale to parent. 


2? Where a stockholder owns common plus 
preferred stock plus debentures, all these in- 
terests should be acquired from the stockholder 
to qualify within the Regulations as a pur- 
chase of all of his stock (Mertens, Law of 
Federal Income Taxation (1942), Vol. 3, Sec- 
tion 20.60, p. 229) although promissory notes 
of the corporation could presumably be left 
with the stockholder or furnished to him as 
part of the consideration. Mertens, op. cit., 
Section 11.79. See also Miller, op cit., footnote 
27, p. 307. 


*® But cf. Lucius Pitkin, Inc., supra, where 
stockholder purposes are involved. It is not 
intended to state or imply that the factors 
referred to are the sole considerations and 
requirements to the exclusion of others, but 
merely that they are the principal and con- 
trolling ones. Clara Louise Flinn, supra. As 
indicated in footnote 5, supra, there has been 
some confusion in the cases with respect to 
the motive test and the drawing of a distinc- 
tion between corporate and stockholder pur- 
poses, especially since the Bazley and Adams 
decisions (47-1 ustc { 9288, 331 U. S. 737, 67 
S. Ct. 1489 (1947)) pertaining to reorganization 
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whether any gain realized from the transac- 
tion will be treated as a capital gain rather 
than as a dividend. The authorities support 
the proposition that, where the purchase is 
to involve the acquisition of all,” as opposed 
to part, of a particular stockholder’s stock 
and the purchase is made for corporate 
rather than stockholder purposes,” it may 
be treated as either a purchase of the stock ™ 
by the corporation or as a partial liquida- 
tion™ rather than as a dividend under Sec- 
tion 115(g) of the Code. In either event, 
capital gain is realized by the stockholder.” 


Buying Out of Stockholder 
by Co-Stockholder 


Again we should bear in mind that we 
are discussing this phase of our subject in 
relation to the accomplishment of corporate 
objectives of contraction and expansion of 
operations rather than from the viewpoint 


questions in relation to Section 115 (g) were 
handed down. See particularly Fred B. Snite, 
supra, p. 531. See generally 1949 CCH { 837.02. 
While, as noted in footnote 5, it is believed 
that the reorganization cases should be distin- 
guished from the situation here being discussed 
in relation to Section 115 (g), the fact remains 
that a particular case is going to be affected 
in varying degrees, depending upon the par- 
ticular facts, by the ‘‘effect’’ test of the Bazleu 
and Adams cases, and the courts will consider. 
in deciding the problem here being discussed, 
facts pertaining to the circumstances pertain- 
ing to the original issuance of the stock, the 
earnings and profits picture, dividend policy 
and bookkeeping and accounting entries as 
being a pertinent part of the entire picture. 
See Fred B. Snite, supra, p. 531; Pullman, Inc., 
case, supra. See also Clara Louise Flinn, supra. 
p. 1094; Rheinstrom v. Conner, supra, p. 795. 
Cf. Kirschenbaum v. Commissioner, supra, pp. 
24-25. As indicated above, in footnote 26, the 
stockholder’s picture may be also affected by 
what the corporation does with the stock, al- 
though this phase of the problem is not in- 
soluble in the case of a close corporation. Cf. 
Kirschenbaum wv. Commissioner, supra, with 
Alpers v. Commissioner, supra. See also Wil- 
liam A. Smith and Andrews, supra. Further- 
more, it is understood that the Bureau of 
Internal Revenue does not in practice draw any 
distinction for this purpose as to whether the 
stock is retired or held as treasury stock. But 
cf. Fred B. Snite, supra, p. 530, with R. W. 
Creech, CCH Dec. 12,240, 46 BTA 93 (1942). 


% Clara Louise Flinn, supra, footnote 5, p. 
1085. 


3 Lucius Pitkin, Inc., and Bona Allen, Jr., 
supra, footnotes 7 and 4. 


%3 Section 115 (c) (i): Regulations 111, Section 
29.115-9. However, a purchase price appreciably 
in excess of the fair market value of the stock 
might well be treated as a dividend to the ex- 
tent, at least, of the excess. Cf. Limericks, Inc., 
CCH Dec. 15,466, 7 TC 1129 (1946), affirmed 
48-1 ustc 7 9146, 165 F. (2d) 483 (CCA-5, 1948). 
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of the accomplishment of stockholders’ ob- 


jectives.“ Again, therefore, we shall ap- 
proach our discussion of this part of the 
problem from the viewpoint of the possible 
conflicts in interest between the parties in- 
volved in the transaction, the purchaser or 
purchasers on the one hand and the selling 
stockholder on the other. As previously noted, 
the lower the tax burden to the seller, the 
cheaper the cost may be to the purchaser. 


Tax Position and Objectives of Purchaser 


The first and perhaps most ordinary situa- 
tion to be discussed in considering the 
purchase of all the stock of a co-stockholder 
is where one or more of the other stock- 
holders of the corporation undertake to buy 
such stock from their own funds completely 
independent of and apart from the corpo- 
ration except, as referred to above, with the 
objective and purpose in mind of accom- 
plishing a corporate objective rather than 
an objective of the selling stockholder. In 
such a transaction, there would appear to 
be no basis for treating the purchase as other 
than an outright capital gain transaction as 
between the purchaser and seller. 


A variation of the foregoing may be pre- 
sented where there is a combination sale 
of a part of the stockholder’s stock to an- 
other stockholder or stockholders and the 
purchase or redemption of the remainder by 
the corporation. It has been stated, in what 
may be a broad statement, that there is also 
no problem here and that the redemption 
or purchase of the remainder of the stock 
by the corporation would qualify as a par- 
tial liquidation, the consideration paid there- 
for by the corporation not being taxable as 
a dividend.» Where, however, the part of 
the stock initially acquired by the other 





stockholders is subsequently redeemed or 
acquired from them by the corporation, the 
transaction may constitute an ordinary divi- 
dend to them,” and it may be that the initial 
transaction between the selling stockholder 
and the corporation can also be regarded 
retroactively, especially if agency in behalf 
of the corporation is indicated.” 


Seller’s Tax Position and Objectives 


The preceding discussion has already 
pointed up the seller’s tax position in a sale 
of his stock to his co-stockholders. While 
he may ordinarily expect a capital gain 
therefrom he may, under certain circum- 
stances as indicated, fare differently and 
both he and even his purchasers be held to 
have received an ordinary dividend or per- 
haps a liquidating dividend. 


In addition to being aware of the above- 
discussed advantages, as well as pitfalls, in 
his tax position, the seller should know how 
to secure a still better tax position for him- 
self by the deferment of gain. There are 
several different ways by which he may do 
this. First, he may effect an installment 
sale within Section 44 of the Code and there- 
by spread his gain over several years, thus 
achieving possible lower surtax rates or 
utilizing possible offsetting capital losses 
which may be available in those later years. 
The seller may also improve his tax position 
by use of a “deferred payment sale” rather 
than an installment sale and thereby spread 
his receipts ratably over successive years. 
Finally, the seller may effect an option pay- 
ment and thereby also defer or postpone 
the date of taxation of the price received 
for his stock. 





% See footnote 5, supra. Cf. also with Fox 
v. Harrison, 44-2 ustc 91 9512, 145 F. (2d) 521, 
523 (CCA-7, 1944). 

% Miller, op. cit., footnote 27, p. 322. 

%* FH. R. Lowenthal, CCH Dec. 15,872(M), 6 
TCM 678, affirmed 48-2 ustc 1 9345, 169 F. (2d) 
694 (CCA-7, 1948); cf. Fox v. Harrison, supra. 
See also Wall v. United States, 47-2 ustc { 9395, 
164 F. (2d) 462 (CCA-4, 1947). 

%7In other words, the transaction might be 
retroactively looked at by the Treasury as if 
the entire stock had been initially acquired by 
the corporation, in which event the various 
factors and considerations discussed under the 
heading ‘‘Buying Out of a Stockholder’s Stock 
by Corporation’’ above would be applicable. 
See Fox v. Harrison, supra. A somewhat re- 
lated situation, involving a converse variation 
of the Court Holding Company principal (45-1 
ustc J 9215, 324 U. S. 331, 65 S. Ct. 707), might 
also be presented in a case where, after nego- 
tiations between stockholders, the stock was 
actually bought and paid for by the corpora- 


How to Buy Out Co-Stockholder 


tion rather than the other stockholder, the 
question then being whether the other stock- 
holder could be considered as the purchaser 
for tax purposes. See Smith, CCH Dec. 
17,173(M), 8 TCM 790. See also Commissioner 
v. Transport Trading and Terminal Corporation, 
supra, footnote 28. Cf. Alpers v. Commissioner, 
supra, footnote 26. 


3% See generally, for an excellent discussion 
of the details involved, Jenks, ‘‘How to Make 
Effective Use of Installment and Other Sales 
Mechanics to Reduce Taxes,’’ Proceedings of 
New York University Sixth Annual Institute 
on Federal Taxation, p. 467. Such methods 
may be particularly advantageous in the sale 
of stocks, for instance, between a parent in 
the high tax bracket and a son in a lower 
one where the purchase price is secured by the 
property only or otherwise; the father thus 
shifts income-producing property at capital 
gains rates to his son or others in a lower 
tax bracket. This may be beneficial for estate 
as well as income tax purposes. 
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Conclusion 


This discussion should at least have con- 
vinced any “doubters” of the truth of the 
statement made at the outset that the sub- 
ject of this lecture is simple only on the 
surface. To the extent such persons have 
become aware of some of the problems and 
pitfalls involved in buying stock from a 
stockholder of a closely held corporation, 
independent of the securing of any cure-all 
formula therefor, their time may well prove 
to have been profitably occupied. Certainly 
the problem discussed herein is a recurring 
one with which every practicing lawyer will 
be frequently faced in some variation either 
during the life or at the death of a stock- 


holder-client or with respect to a closely 
owned corporate client, whether he or it be 
seller or purchaser. Hence, there is the prac- 
tical necessity for understanding the pattern 
of the problems involved and the indicated 
solutions to some of them. An error can 
be costly, since ignorance can distort and 
in some cases destroy a desirable transaction 
because of an unnecessarily high tax burden. 
The lower the tax cost to the seller and to 
the purchaser, the more readily and profit- 
ably can the stock in a closely held corpora- 
tion be purchased, whether the purchaser 
be the corporation or another stockholder, 
incident to and as a part of the expansion 
or contraction of the corporate operations. 


[The End] 





| ACQ. AND NON-ACQ.—Continued from page 514 | 





by M. Klarmann, published in your May 
issue, pages 477 to 483. The problem boils 
down to the interrelation between Mimeo- 
graph 6475 and Freudmann v. Commissioner, 
CCH Dec. 16,379, 10 TC 775. 


In an unpublished ruling dated April 13, 
1950, Deputy Commissioner McLarney states 
the Bureau’s position as follows: 


“Reference is made to your letter of 
March 23, 1950 in which you state that you 
understand that income from a foreign part- 
nership may be deferable income and there- 
fore within the purview of Mimeograph 
6475. You request advice as to this matter 
in view of the decision in Freudmann v. Com- 
missioner (10 T. C. 775). 


“If the income of a partnership consists, 
in whole or in part of ‘deferable inconfe’ 
within the meaning of Mimeograph 6475, a 
member of that partnership who has elected 
to use the method of accounting as author- 
ized by the Mimeograph would necessarily 
accord the same Federal income tax treat- 
ment to his distributive share of the part- 
nership gains or losses which are thus 
deferable as he would accord to any other 
deferable gains or losses. 

“It may be noted that the position of a 
taxpayer who is a member of such a part- 
nership and who elects to use the method of 
accounting authorized by the mimeograph 
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The market value of goods and services produced, or the gross national 
product, increased from $103.8 billion in 1929 to $259 billion in 1949, 
the Department of Commerce reports. 


is distinguishable from that which the peti- 
tioner in Freudmann v. Commissioner, supra, 
sought to establish, for the taxpayer using 
such method of accounting must defer both 
net gains and net losses where appropriate, 
while the matter of the deferment of net 
losses was not presented in the cited case.” 


H. WILLt1AM CALLMANN 
New York City 


But Watch Those Decimals! 
Sir: 


In passing, I note the article entitled 
“Mental Miracles on Thirty-Fourth Street” 
(page 176 of the February issue of TAXEs), 
wherein Mr. Charles Lipkin reveals a simple 
way to compute the new social security rate 
of one and one-half per cent. It seems that 
a simpler method yet would be to add the 
wage and one half of such wage together 
and mark off the appropriate decimal. 


Thus, one and one-half per cent of $84.80 is: 


Add: 8480 
4240 





12720 (or) $1.27 


Harris M. COGGESHALL 
DEs Mornes, Iowa 
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Magruder v. Supplee 


A Name Is a Name Is a Name 


Tax Classics e « by Robert S. Holzman 


Adjunct Associate Professor, New York University Graduate School of Business Administration 





“M ACBETH: What is’t you do? 
IVE “WITCHES: A deed :without a 


name.” ? 


The paying of a tax would certainly seem 
to be a deed with a name; but that name 
might not be the paying of a tax. The 
witches’ brew known as the Internal Reve- 
nue Code produces some weird concoctions. 


On May 10, 1936, Frederick Supplee pur- 
chased real estate in Baltimore, Maryland. 
It was provided by contract that he would 
pay the 1936 property taxes, the vendor 
undertaking to bear that portion of the tax 
arithmetically allocable to the fraction of 
the year that had expired prior to the date 
oi purchase. Adjustments were made in the 
agreed purchase price to reflect this arrange- 
ment. On his 1936 income tax return, Sup- 
plee deducted that portion of the year’s 
realty taxes allocable to the period after his 
purchase. “That’s not a tax,” declared the 
Commissioner; “you must add that expendi- 
ture to the cost basis of the property.” 
“Certainly it’s a tax,” protested Supplee; 
“I’m paying it as a tax and the tax bill calls 
it a tax.” “I don’t care what it’s called,” 
countered the Commissioner; “ ‘that which 
we call a rose, By any other name would 
smell as sweet’... .”? “That’s old hat,” the 
taxpayer replied, “for a ‘Rose is a rose is a 
rose is a rose’;* and this is still a tax. And 
taxes, Mr. Commissioner, are deductible.” 

On May 25, 1942, Mr. Justice Murphy 
read the opinion of the Supreme Court:* 


“The guiding principle for determining 
whether a payment satisfying a tax liability 
is a ‘tax paid’ within the meaning oi Section 
23 (c) is furnished by the applicable Treas- 
ury Regulation, which states that ‘in general 
taxes are deductible only by the person 
upon whom they are imposed’.... Resort 
must be had here to the laws of Maryland 
and of the City of Baltimore to determine 


1 William Shakespeare, Act IV, 
Scene I, line 49. 
? William Shakespeare, Romeo and Juliet, Act 


II, Scene 2, lines 43-44. 


Macbeth, 


Tax Classics 





upon whom the state and city real estate 
taxes were imposed... . 


“A tax lien is an encumbrance upon the 
land, and payment, subsequent to purchase, 
to discharge a pre-existing lien is no more 
the payment of a tax in any proper sense 
of the word than is a payment to discharge 
any other encumbrance, for instance a mort- 
gage. It is true that respondents here could 
not have retained the properties unless the 
taxes were paid, but it is also true that they 
could not retain them without paying the 
purchase price. It is no answer therefore 
to say that the property was burdened with 
the taxes and that respondents became obli- 
gated to pay them. There was a burden, 
but it was contractually assumed. In dis- 
charging this assumed obligation, respon- 
dents were not paying taxes imposed upon 
them within the meaning of Section 23 (c). 
For ‘only the person owning the property 
at that time (i.e., when the tax lien attaches) 
is subjected to the burden which the law 
imposes; and only the person who has been 
thus subjected to the burden of the tax is 
entitled to a @eduction for paying it. Pay- 
ment by a subsequent purchaser is not the 
discharge of a burden which the law has 
placed upon him, but is actually as well as 
theoretically a payment of purchase price; 
for, after the lien attaches and the taxing 
authority becomes pro tanto an owner of an 
interest in the property, payment of the 
tax by a purchaser is nothing but a part 
of the payment for unencumbered title’. . 


“Furthermore, respondents paid taxes for 
which their vendors were personally liable. 
This was clearly the payment of a tax im- 
posed upon another and therefore not deduc- 
tible by respondents. . . 


“Thus either a pre-existing tax lien or per- 
sonal liability for the taxes on the part of a 
vendor is sufficient to foreclose a subsequent 


3’ Gertrude Stein, ‘‘Sacred Emily,’’ Geography 
and Plays (Boston, The Four Seas Company, 
1922), p. 187. 

4 42-2 ustc J 9498, 316 U. S. 394 (1942). 
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purchaser, who pays the amount necessary 
to discharge the tax liability, from deducting 
such payment as a ‘tax paid’. Where both 
lien and personal liability coincide, as here, 
there can be no other conclusion than that 
the taxes were imposed on the vendors. 
Respondents simply paid their vendors’ 
taxes; they cannot deduct the amounts, or 
any portion thereof, paid to discharge lia- 
bilities so firmly fixed against their predeces- 
sors in title by the laws of Maryland. 


“The view of the court below that the 
parties’ contractual arrangement for appor- 
tionment of the tax burden was controlling 
is untenable. Parties cannot change the 
incidence of local taxes by their agreement. 
And it is misleading to speak of real estate 
taxes as ‘applicable’ to the fractional part 
of a tax period following purchase. Such 
taxes are simply one form of raising revenue 
for the support of government. They are 
not like rent, nor are they paid for the 
privilege of occupying property for any given 
period of time.” 


HE DECISION was contrary to the 

usual accepted practice. Thus, on the 
original hearing, Judge Chesnut observed: 
“It probably will be a surprise to many 
dealers in real estate to learn that it is the 
Government’s contention that the purchaser 
may not so deduct his proportion of the 
taxes, but must capitalize the amount as- 
sumed and paid by him as a part of the cost 
of the purchase.”* It must have been even 
more of a surprise to the judge to learn that 
the government was correct—at least in the 
eyes of the Supreme Court. 


The decision was also a surprise to the 
accounting fraternity. “The proponents of 
the recognized accounting method of spread- 
ing or deferring tax deductions received a 
rude shock . . . in the Supreme Court’s 
opinion in Magruder v. Supplee....’* “Prac- 
tically speaking, the effect of this decision 
is to avoid the sound business and account- 
ing principle that the income of a given 
period should be charged with the expenses 
necessary to earn such income.”* “The 
Supreme Court has in the Supplee case set 


5 Supplee v. Magruder, 41-1 ustc { 9257, 36 F. 
Supp. 722 (DC Md., 1941); aff’d 41-2 ustc { 9746, 
123 F. (2d) 399 (CCA-4, 1941); rev’d 42-2 ustc 
{ 9498, 316 U. S. 394 (1942). 

® Maurice Austin, ‘‘Major Legislative Changes 
and Judicial Decisions Since 1939,’" Contem- 
porary Accounting (New York, American Insti- 
tute of Accountants, 1945), Chap. 24, p. 14. 

7 Chester M. Edelmann, ‘‘When Can Accrued 
Taxes Be Allowed As Tax Deductions?’’ 85 
Journal of Accountancy, April, 1948, p. 332. 

8 Milton Rindler, ‘‘Accounting Principles and 
the Administration of the Federal Income Tax 
Law,.”’ 13 The New York Certified Public Ac- 
countant, July, 1943, p. 379. 
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the stage for a new rule.... I cannot con- 
ceive of any accounting method which would 
charge to the cost of property the amount 
of current realty tax assumed by the buyer 
and applicable to his period of ownership.” * 
“The Supreme Court, in the disturbing 
Magruder v. Supplee decision, failed to fol- 
low the trend... . It violates the funda- 
mental accounting principle that income in 
a given period should be charged with the 
expense necessary to earn such income.” ® 


Since the impact of local taxes is not a 
governmental matter, local law actually 
governs a federal tax deduction. One court 
noted the Commissioner’s plea that “there 
should be a federal rule establishing a uni- 
form date and determinative of the enumer- 
ated questions. ... But the present issue 
concerns the right to a deduction and taxes 
which may be deducted under Section 23 (c) 
(1) of the Int. Rev. Code are often, as in 
this instance, laid by taxing authorities other 
than the federal government. Thus what 
are taxes and who is the taxpayer depends 
upon local law. We see no escape from the 
resulting difficulties in administration.” * 

Hence, federal courts must look to local 
law. “Resolution of that question requires 
examination of the Wisconsin statute and 
its application and interpretation of the 
Courts of that State... . Magruder v. Supplee 

..’™ “We are concerned here with Detroit 

real and personal property taxes and must 
therefore look to the charter of that city.” ” 
“Taxes on real estate in Iowa constitute 
an in rem claim. They are not a debt for 
which the owner of the land against which 
they are assessed is personally liable. . 
In the instant case the lien of the tax at- 
tached . . . to the property in September. 
1935, when the levy was made, and the land 
was encumbered with liability for its pay- 
ments. That encumbrance occurred on De- 
cember 28, 1935, when the taxpayer pur- 
chased it; and, as between the taxpayer and its 
vendor, the vendor was liable for the tax. ... 
Accordingly the payment made by the tax- 
payer was a part of the purchase price and 
not deductible on its 1936 tax return.” ” 





® Clarence F. Reimer, Differences in Net In- 
come for Accounting and Federal Income Tares 
(Chicago, Commerce Clearing House, Inc., 1949), 
p. 146. 

10 Commissioner v. Le Roy, 45-2 ustc { 9441, 
152 F. (2d) 936 (CCA-2, 1945). 

11 Wisconsin Gas and Electric Company v. 
U. S., 44-1 ustc § 9338, 322 U. S. 526 (1944). 

12 Gilken Corporation v. Commissioner, 49-2 
ustc § 9432, 176 F. (2d) 141 (CA-6, 1949). 

13 Helvering v. Johnson County Realty Com- 
pany, 42-2 ustc § 9537, 128 F. (2d) 716 (CCA-8, 
1942). 
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Similarly, “the provision of the Minnesota 
statute that the lien shall not attach as be- 
tween grantor and grantee until January 
leaves vendors and vendees at liberty to 
bargain as to which of them will pay the 
tax, and does not remove the state’s lien 
for taxes or postpone its attachment... . 
In discharging this assumed obligation the 
purchaser is not paying taxes imposed upon 
him within the meaning of Section 23 (c). 
See Magruder v. Supplee, supra.” ™ 


Massachusetts real property taxes assessed 
“as of” January 1 could not be deducted by 
a subsequent purchaser. “Magruder v. Sup- 
plee . . . requires the decision here that the 
taxes assessed before the petitioner acquired 
the property are not subject of a deduction 
by it, but... the amount thereof paid by 
the petitioner is part of its cost of the prop- 
erty.” * 

New York City, of course, has its individ- 
ualized tax theory. Semiannual tax bills 
“become liens on the real estate ... on the 
respective dates when they become due and 
payable, and not earlier, and shall remain 
such liens until paid.” ** A taxpayer bought 
property after the assessment roll had been 
completed and delivered for collection. 
Nonetheless, the vendee could deduct the 
taxes, as “no . . . personal liability comes 
into existence until the tax is ‘due and pay- 
able’... . Magruder v. Supplee . . . is distin- 
guishable because there the taxes were due 
and payable, there was a lien on the prop- 
erty, and the vendor was personally liable 
for the taxes before the sale.” ™ 


HERE county and city taxes were paid 

at the same time on the same property, 
it was held in one case that a purchaser 
could deduct the former, but not the latter, 
because the county statute and the city char- 
ter were differently constituted as to the 
personal liability of the original property 
owner; both phases of this interpretation 
were bottomed on the Supplee case. 


Where the local law is not deciphered, 
the taxpayer may lose his claimed deduc- 
tion. “We can not determine from the pres- 
ent state of the record precisely when the 
tax liens attached and hence can not allow 


the deduction claimed. Magruder v. Fred- 
erick Supplee, supra.” 


Transfer of property after the crucial date 
is immaterial if the lien already has become 
effective. “The Trustee did not relieve him- 
self of his liability to the city by conveying 
all property before the lien attached. See 
Magruder v. Supplee. .. .”™ 

A relative’s taxes are not one’s own—at 

least for income tax purposes. Where mother 
and son were mortgagors on the mother’s 
property, and under the indenture both mort- 
gagors were responsible for property taxes, 
the son could not deduct a payment he had 
made. “We have held that even though a 
taxpayer may have become legally obligated 
through a private contract to pay taxes, he 
is not entitled to a deduction for ‘taxes 
paid’ within the meaning of the applicable 
statute unless he is legally liable to the 
authority imposing the tax. . . . Magruder 
v. Supplee, supra.’”™ A brother and sister 
jointly owned property, title to which was 
in her name. He paid the full property taxes. 
“We think that the action of . .. [the Commis- 
sioner] in disallowing the deduction of the 
one-half of the tax payment in each year 
which constituted the obligation of peti- 
tioner’s sister upon a tax assessed against 
her personally was correct. In Magruder v. 
Supplee ...it was pointed out that the taxes 
which were merely a lien upon property 
owned by a taxpayer were not subject to 
deduction by him as taxes unless assessed 
against him.” Where a man and his wife 
were equally liable for payment of California 
personal income tax, the fact that he paid 
it by virtue of a property settlement with 
his wife did not forfeit his right to the 
deduction. “We think . . . that it is immate- 
rial that it was paid pursuant to such agree- 
ment. Where a person agrees by contract 
to pay taxes which he is legally obligated 
to pay in any event, the existence of such 
contract can not defeat his right to a deduc- 
tion for taxes actually paid by him... . 
Magruder v. Supplee. .. .”* 

The Supplee case does not control the 
time of accrual of taxes. “It does not seem 
to us that the opinion in Magruder v. Supplee 
can be given the effect for which the Com- 





4U, §. v. Consolidated Elevator Company, 
44-1 ustc { 9284, 141 F. (2d) 791 (CCA-8, 1944). 

18 Harbor Building Trust, CCH Dec. 12,570-A, 
BTA memo. op., Docket No. 108707, entered 
June 17, 1942. 

16 New York City Charter, Section 172. 


1% Commissioner v. Adda, Inc., 48-2 ustc § 9420, 
171 F. (2d) 367 (CA-2, 1948), as amended 49-1 
ustc § 9134. 


1% Hrnst Kern Company, CCH Dec. 12,906, 1 
TC 249 (1942). 
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19 Mattes, CCH Dec. 12,915-D, 1 TCM 220, 
entered December 15, 1942. 

20 Jefrane, CCH Dec. 14,546(A), 4 TCM 481, 
entered May 3, 1945. 

21 Batchelder, CCH Dec. 
746, entered August 26, 1946. 

22 Burden, CCH Dec. 12,991(M), 1 TCM 610, 
entered January 30, 1943. 

23 Al Jolson, CCH Dec. 14,063, 3 TC 1184 (1944). 


15,357(M), 5 TCM 
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missioner contends . . .”™*—that is, that a 
taxpayer on a short year not including the 
effective property tax date gets no deduction, 
whereas an allocated portion had been de- 
ducted. In another change-of-accounting- 
year matter, the court said: “The Magruder*® 
case did not deal at all with the question 
here involved. ... It is true that as between 
the state or city and the taxpayer the charge 
is not apportionable. The tax is payable 
in a lump sum for the support of govern- 
ment, and is not abated by the sale or de- 
struction during the year of the property 
in respect of which he is taxed, and as be- 
tween the taxing authority and the taxpayer 
it is not apportionable. But the United 
States is seeking, by the provisions of Sec- 
tion 43, to get a fair picture of the net in- 
come of its taxpayer for the period covered 
by the return. When the return covers a 
full year, no question of apportionment 
would ordinarily arise. When a short term 
return becomes necessary, as here, we think 
as a rule apportionment ought to be al- 
lowed.” * 


Likewise, a prospective privilege tax, based 
on the previous year’s income, is beyond the 
reach of this decision. “Magruder v. Supplee 
. . . [is] not considered applicable to the 
present situation. ... The nature and char- 
acter of the franchise tax here in question 
is essentially different from the property 
taxes involved in the above. . . . The lia- 
bility arose only with and from the exercise 
of such privilege. If no business operations 
were carried on in the taxable year the tax 
would not be imposed.” ™ 


An individual could deduct federal “origi- 
nal issue” stamps on securities issued to 
her by her wholly-owned corporation, al- 
though the Commissioner claimed it was 
a company expense. Inasmuch as “Both 
parties to a taxable instrument are respon- 
sible to the Government for affixing and 
cancelling stamps in the required amount,” * 
and, under Magruder v. Supplee, “taxes are 
deductible only by the person upon whom 
they are imposed,” this individual was in- 
cluded as a transferee.” 


2% Commissioner v. Shock, Gusmer & Company, 
Inc., 43-2 usrc {§ 9580, 137 F. (2d) 750 (CCA-3, 
1943). 

23 Actually Magruder was not the taxpayer, 
but the Collector of Internal Revenue for Mary- 
land and the District of Columbia. 

% Allen v. Atlanta Stove Works, Inc., 43-2 
ustc 7 9611, 138 F. (2d) 452 (CCA-5, 1943). 

2 Central Investment Corporation v. Commis- 
sioner, CCH Dec. 15,935, 9 TC 128 (1947); aff'd 
48-1 ustc { 9268, 167 F. (2d) 1000 (CCA-9, 1948). 
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PARENT CORPORATION could not 

take a foreign tax credit for taxes paid 
in behalf of subsidiaries, although the parent 
contractually assumed this obligation. “When 
... [the parent] paid the Canadian taxes 
imposed upon the income earned by its sub- 
sidiaries, it did not pay a tax within the 
meaning of our taxing statutes; it merely 
thereby discharged a contractual liability 
assumed under the agreements .. . and the 
amounts paid constituted part of the cost of 
the assets acquired. . . . Cf. Magruder v. 
Supplee. aia is 


‘The Supplee doctrine also has invaded 
other fields. Thus a corporation that took 
over a partnership upon assumption of its 
assets and liabilities could not deduct the 
amount of claims against the individual 
partners that it subsequently settled. “The 
expense of settling them was not an operat- 
ing expense or operating loss of the busi- 
ness, but a part of the cost of acquisition of 
the property of the partnership; and the fact 
that the claims against the partnership were 
contingent and unliquidated at the time of 
acquisition is not, in our opinion, of con- 
trolling consequence. See and compare... 
Magruder v. Supplee....”™ Similarly, the 
successor company in a corporate reorganiza- 
tion issued bonds equivalent to the amount 
of defaulted debentures surrendered by the 
predecessor’s bondholders; the new bonds 
bore “income scrip” payable only out of 
earnings. “It appears clear that agreement 
under which the property was acquired by 
... [the successor] provided for the pay- 
ment of this interest item owed by the for- 
mer owner and which had accrued at the 
time of the acquisition of the property. As 
such the expenditure is capital in character. 
Magruder v. Supplee....” The interest de- 
duction was disallowed.” 


Calling a payment a tax does not make it 
one, at least to the extent that a deduction 
is allowable. What is a tax to the vendee 
might be something utterly different to the 
Commissioner. One is irresistibly drawn to 
the sad final words of that grand old ballad: 
“You may be a dear sweet boy to your 
grandmother, but you’re only a two-timing 


*#)@=X%?/ to me.” 


23 Regulations 71, Article 88. 
2 Kleberg, CCH Dec. 13,597, 2 TC 1024 (1943). 
30 American Fork and Hoe Company, CCH 
Dec. 13,525(M), 2 TCM 842, entered September 
22, 1943. 

31 Holdcroft Transportation Company v. Com- 
missioner, 46-1 ustc { 9193, 153 F. (2d) 323 
(CCA-8, 1946). 

32 Medical Building of Houston, CCH Dec. 
13,591(M), 2 TCM 1001, entered November 10, 
1943. 
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Treaties for Avoidance 
of Double Income Taxation 


Income Tax Treaties. Albert A. Ehrenz- 
weig and F. E. Koch. Commerce Clearing 
House, Inc., 214 North Michigan Avenue, 
Chicago 1, Illinois. 1950. 384 pages. $15. 


Treaties are written in general rather than 
specific terms, and tax lawyers, used to 
working with detailed and specific statutes 
amplified by court and regulatory decisions, 
are apt to feel at sea when called upon to 
apply a general treaty provision to some 
concrete situation, since the interpretative 
material he is accustomed to find available 
is usually nonexistent. 


This book attempts to remedy this situa- 
tion, at least in part. Pointing out similarities 
and explaining differences, an article-by- 
article analysis based on the United States- 
United Kingdom Income Tax Convention, the 
model for others concerning the elimination 
of double income taxation, makes under- 
standable corresponding articles in the con- 
ventions with Canada, the Netherlands, 
Denmark and Sweden and in pending trea- 
ties with other countries. 


Mr. Roswell Magill, in the foreword to 
this work, states that “the authors have 
undertaken the important task of supplying 

guides to the interpretation of the 
various tax treaties. The task is as essential 
as it is arduous to perform.” The book 
should be of great value to lawyers and stu- 
dents of taxation in any work having to do 
with this subject. 


Income, Estate and Gift Taxes 


Federal Income, Estate and Gift Tax Laws, 
Correlated. Walter E. Barton. Tax Law 
Publishing Company, 1511 K Street, N. W., 
Washington 5, D. C. Tenth Edition, 1950. 
893 pages. $35. 


Because of the many changes effected in 
the income tax portion of the Internal Reve- 
nue Code by amendatory laws, Mr. Barton 
has arranged corresponding sections of the 
law in effect during the pertinent span of 


Books . . . Articles 


years in parallel columns across each two- 
page spread in his book. This is designed 
to permit the reader to see the changes in 
any given section for the period beginning 
with taxable years starting in 1944 to taxable 
years starting in 1949. Changes are indicated 
by the use of italics and repealed material 
is stricken through. The source of each sec- 
tion is also indicated. This same scheme 
for showing amendments is followed for the 
estate and gift tax statutes but a correlation 
of sections of the law from one year to the 
next has not been made. The book also con- 
tains a table of amended Code sections and 
an adequate index. Voluminous cross refer- 
ences to prior editions of this work are in- 
serted throughout the book. 


The author has produced a splendid refer- 
ence volume for those persons who have 
need in their libraries for a bound book on 
the laws involved. He is the same Mr. 
Barton whose “Capital Gains for Cattlemen” 
appears at page 546. 


Study of Anatomy 
Requires Dissection 


An Anatomy of American Politics. Arthur 
Bernon Tourtellot. The Bobbs-Merrill Com- 
pany, Inc., 730 North Meridian Street, 
Indianapolis 7, Indiana. 1950. 349 pages. $3. 


“The Republicans, and not the Democrats, 
introduced the income tax. The Repub- 
licans, and not the Democrats, introduced 
the regulation of big business. The Repub- 
licans, and not the Democrats, introduced 
the active participation of the government 
in private business, with the Reconstruction 
Finance Corporation. The Republicans, con- 
vinced that the Democrats are out to wipe 
away personal liberties, went down defend- 
ing the noble experiment of Prohibition— 
the only outright abridgement of personal 
liberty in our history. 


“And consider the Democrats. They who 
urge on the electorate the wisdom of ex- 
panding the scope of the national govern- 
ment have been the State-rights party from 
the beginning. They who decry legislation 
preferential to the mercantile class intro- 
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duced the protective tariff system as far 
back as Jefferson’s day, in 1816. ... They 
who abhor the status quo preserved it stub- 
bornly during the one decade in our history, 
1850-1860, when it was most nearly fatal 
to do so.” 


Arthur Bernon Tourtellot thus fortifies 
his contention that our two major political 
parties are more similar than dissimilar, 
with a conflict in method rather than in aim. 
That basic conflict is, very roughly, con- 
servatism versus innovation. 


This is not to say that this book is strictly 
the story of our parties, although three of 
the eleven chapters are called “Democrats,” 
“Republicans” and “Third Parties.” The 
author—a historian and journalist who is pres- 
ently an associate producer of the March 
of Time motion pictures—covers the whole 
history of United States politics. The be- 
ginning of the book, and again, the bibliog- 
raphy, plumb the depths of the very beginning 
of the thing called “politics.” We see the 
need, the use, the abuse, the roses and the 
thorns. 


In a chapter on the Presidency, the author 
analyzes clearly what has come to be one 
of the most important “jobs” in the world. 
He examines each administration and traces 
the expansions and contractions of the power 
in that office as it has been handed down 
through the years. He rates the Presidents; 
for instance, “these seven achieved a very 
real degree of greatness, in this order: Abra- 
ham Lincoln, George Washington, Franklin 
Roosevelt, Woodrow Wilson, Thomas Jeff- 
erson, Andrew Jackson and James K. Polk.” 
Then, of course, there are evaluated the fair, 
indifferent and bad Presidents. 

The chapter on the Congress draws a cri- 
tical picture of the disease of parochialism 
as it infects that body. “The bane of Con- 
gress from the beginning has been the small 
mind grappling with the large problem, the 
local wonder who can capture a localized 
electorate pitting himself against national 
issues, the spokesman of a few thousand 
people holding out to defeat the will of the 
millions. . . . Meanwhile, however, the law 
of averages is—as it always is—on the side 
of democracy, and the Congress grinds its 
way along under the general compulsion of 
the handful of wise and competent men that 
you have a reasonable chance of drawing in 
any collection of 640 men who have com- 
mended themselves favorably for one reason 
or another to their neighbors.” In this chap- 
ter, as throughout the book, the author has 
chosen typical personalities from the begin- 


* This book may be obtained in the United 
States from Commerce Clearing House, Inc., 
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ning of our history to the present, to illus- 
trate the clear commentary that he makes. 


The Supreme Court, as judge and some- 
times as legislator, also gets a history-com- 
mentary treatment. Particular attention is 
paid to the Coolidge and F.D.R. adminis- 
trations. Asa study of “instruments,” three 
chapters are devoted to “Conventions,” ““Cam- 
paigns” and “Elections.” 


Aside from its other merits, the book is 
well written. Historian Tourteilot has a 
brisk, journalistic style of combining his- 
torical fact with colorful expression and per- 
sonal comment. 


Canadian Tax Problems 


Canadian Master Tax Guide. CCH Cana- 
dian Limited, 1200 Lawrence Avenue West, 
Toronto, Canada.* Fifth Edition, 1950. 288 
pages. $3. 

This book presents a complete, accurate 
and up-to-date picture of Dominion tax 
problems. The mass of material relating to this 
subject has been reduced to a simple, factual 
statement of the official conclusions drawn 
therefrom. Footnotes refer the reader to the 
fuller treatment of the subject to be found 
in the loose-leaf CANADIAN TAX REports. 


Outlines of the Excise Tax Act, the Ex- 
cise Act and the Succession Duty Act and 
summaries of the Canada-United States 
Reciprocal Tax Convention Articles and the 
Canada-United States Succession Duty Con- 
vention Articles are to be found herein. Also 
included are a filled-in T. 1 General Form 
and a cross-reference table between the In- 
come Tax Act and the Income War Tax Act. 


A pamphlet containing the full text of the 
1950 Income Tax Budget Resolutions, to- 
gether with the comments of the Minister of 
Finance and editorial comments, is also sup- 
plied. A cross-reference table to paragraphs 
of the Guide affected by these proposals is 
included within the pamphlet. 

The purchaser will find the Guide a handy 
adjunct for either desk or brief-case use in 
obtaining a clear and uncluttered Dominion 
tax picture. 


Japanese Taxation 


Report on Japanese Taxation. Shoup Mis- 
sion. General Headquarters, Supreme Com- 
mander for the Allied Powers, Tokyo, Japan. 
1949. 4 volumes. 522 pages. 

This study, made at the request of the 
Supreme Commander for the Allied Powers, 


214 North Michigan Avenue, Chicago 1, Illinois, 
at $3 in United States dollars. 
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required four months of intensive research 
by a team of economists from the United 
States aided by Japanese experts. Carl S. 
Shoup, School of Business and Graduate 
Faculty of Political Science, Columbia Uni- 
versity, directed seven economists and tax 
experts from various universities in the 
United States in the completion of the study. 
Volumes I and II make up the body of 
the report; volumes III and IV are appen- 
dices. The complete work appears in both 
English and Japanese translations. 


The chief aim of the mission, Dr. Shoup 
writes, “has been to draw up a plan of a 
permanent tax system for Japan. Emphasis 
has therefore been placed on considerations 
that go beyond the financing problems of 
the present and the coming fiscal year. 
Nevertheless, we have found it necessary to 
specify in some detail how our recommenda- 
tions affect the 1949-50 and 1950-51 budgets. 
The long-term program must be of a kind 
that can be put into force without endanger- 
ing the stabilization recently achieved with 
the aid of the recommendations made in the. 
spring of 1949 by the Dodge Mission.” 


The report continues, “Our aim ... has 
been to recommend a modern system which 
depends upon the willingness of business 
men and all taxpayers of substantial means 
to keep books and to reason carefully about 
some fairly complicated issues of equity. 
For the small taxpayer, at the same time, 
the task of filing returns and paying the 
tax should be kept a simple one. Under 
this approach, we see no reason why Japan 
may not within a few years, if she so de- 
sires, have what would be the best tax 
system in the world. In any event, the con- 
sistent aim of this report has been to keep 
open the road that may lead to that goal.” 


New York Highway Financing 


Highway Finance and Taxation in New 
York. Griffenhagen & Associates, 500 Fifth 
Avenue, New York, New York. 1950. 271 
pages. 

Griffenhagen & Associates undertook this 
study of highway finance and taxation in 
New York at the request of the Citizens 
Public Expenditure Survey, Inc., of New 
York State. The report concerns itself, 
mainly, with two problems: 


“1. What share of highway costs in New 
York should be borne by the highway 
users?” and 

“2. How should the highway user share 
be divided among users (i.e. what should 
the user tax rates be) at various highway 
expenditure levels?” 


Books ... Articles 





Part I of the report discusses the state 
highway systems and their finances, and 
includes a general description of the high- 
way network. Part II takes up the various 
sources of highway revenue: motor vehicle 
license taxes, motor fuel taxes and other 
sources. The proposed basis for the financ- 
ing of highways is weighed in Part III. 

In summarizing their study, the authors 
list the following conclusions: 


“a. If a very large highway expenditure 
program is undertaken, user taxes will have 
to be increased on all classes of vehicles. 


“b. If there is to be only a medium in- 
crease in highway expenditures, then user 
taxes can be decreased on the lighter ve- 
hicles, but should be increased on the heavier 
vehicles. 


c. If the highway expenditures are to 
be kept at about the current level, user taxes 
on many vehicle classes can be decreased. 


“d. If highway expenditures are to de- 
cline to a depression level, then user taxes 
on practically all vehicle classes can be de- 
creased. 


“ 


e. In any event, license taxes on the 
heavier vehicles should be increased to 
equalize user taxes among all vehicle classes.” 


The report is being distributed by the 
Citizens Public Expenditure Survey, Inc., 
of New York State, 100 State Street, 
Albany 7, New York. 


Taxes in Washington 


Tax Structure of the State of Washington. 
Maurice W. Lee. The Bureau of Economic 
and Business Research, School of Eco- 
nomics and Business, State College of Wash- 
ington, Pullman, Washington. 1950. 134 
pages. Cloth bound, $2.50; paper bound, 50¢. 


What are the principal taxes imposed on 
Washington citizens? Why doesn’t the 
state impose an income tax? Has the im- 
position of such a tax ever been contem- 
plated? The answers to these questions 
and to many more are included in this vol- 
ume containing a very thorough examina- 
tion of the tax structure of the state. 


Mr. Lee states that his purpose is not to 
advocate any particular tax program but to 
present the results which follow from the 
presence or absence of various types of 
taxes in the over-all Washington tax struc- 
ture. For example, in discussing the in- 
come tax as a means of reaching income 
from intangibles, the author says: “A tax- 
ing structure which, as in the case of Wash- 
ington, imposes no levy on_ intangible 


property, no levy on income, but does tax 
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real property ignores almost all the con- 
cepts of a good taxing system, and most 
certainly is in violent opposition to the prin- 
ciple of ‘ability-to-pay’.” One of Mr. Lee’s 
conclusions anent the state’s three per cent 
sales tax is that it “imposes a heavy burden 
of taxation upon the groups least able to 
pay taxes and places its lightest pressure 
upon those best able to pay.” 


This book evidences careful planning and 
research. Charts and tables illustrate and 
buttress the author’s ideas on salient points 
and a short index helps the reader to find 
the more important subjects under discussion. 


Although this work is narrow in scope, 
to those having an interest in Washington 
taxes and to those wishing material for use 
for comparison purposes, it will prove 
valuable. 


Bar Association Report 


Annual Report of the American Bar Asso- 
ciation. Volume 74. American Bar Associa- 
tion, 1140 North Dearborn Street, Chicago 
10, Illinois. 1950. 617 pages. 


This volume contains the proceedings of 
the seventy-second annual meeting of the 
American Bar Association, held in St. Louis, 
Missouri, from September 5, 1949, to Sep- 
tember 9, 1949. Contents include the con- 
stitution and bylaws and lists of officers and 
committees of the association, reports sub- 
mitted at the annual meeting and a register 
of members who attended the meeting. A 
complete membership directory of the Amer- 
ican Bar Association is not included in the 
report this year, but has been published sepa- 
rately and may be obtained by members 
from the Chicago office of the association. 


ARTICLES 


Insurance and the Marital Deduction .. . 
How may an attorney qualify life insurance 
proceeds payable under settlement options 
for the marital deduction under the estate 
tax? Here are some valuable pointers.— 
Fuqua, “Life Insurance Settlement Options 
and the Marital Deduction,” Tennessee Law 
Review, February, 1950. 


Home Rule Taxation This article 
is an interesting account of Pennsylvania’s 
attempt to satisfy local revenue needs by 
expanding the taxing powers of many of 
its political subdivisions—Rose, “Pennsyl- 
vania’s Experiment in Home Rule Taxation 
As It Affected the Coal Industry,” Uni- 
versity of Pittsburgh Law Review, Winter, 
1950. 


578 


Dividends in Kind . . . According to the 
author, the General Utilities doctrine, dealing 
with nonliquidating distributions in kind, 
has been generally misunderstood and mis- 
applied. It relates to some of the most 
important tax problems we face today.— 
Raum, “Dividends in Kind: Their Tax 
Aspects,” Harvard Law Review, February, 
1950. 


Corporate Liquidations . . . These have 
important tax consequences, particularly if 
a liquidation distribution pursuant to a re- 
organization plan is contemplated. This is 
a review of aspects that should be con- 
sidered in this and other situations.—Adams, 
“Some Tax Aspects of the Complete and 
Partial Liquidation of Corporations,” North 
Carolina Law Review, December, 1949. 


Federal Estate Tax ... The new fed- 
eral estate tax definition of a transfer taking 
effect at death is a good illustration of the 
tail wagging the dog. The author comments 


‘upon its distinguishing characteristics and 


its constitutionality—Lowndes, “The Con- 
stitutionality of the New Federal Estate 
Tax Definition of a Transfer Taking Effect 
at Death,” Vanderbilt Law Review, February, 
1950. 


House Furnishings Exemption . . . Is 
the American practice of exempting house- 
hold furnishings from property taxes eco- 
nomically and _ socially justifiable? Mr. 
Feldman’s answer, convincingly presented, 
is in the affirmative—Feldman, “Exemption 
of Home Furnishings from Property Taxa- 
tion,” National Tax Journal, December, 1949. 


Partnerships and the Income Tax 

For the purposes of the federal income tax 
the status of the partnership is still in a 
state of flux, but there is a pronounced trend 
to treat it as a quasi-entity. This view is 
finding application in an increasing variety 
of problems which are discussed in this 
article—Brookes, “The Strange Nature of 
the Partnership Under the Income Tax 
Law,” Tax Law Review, November, 1949. 


Cost and Benefit Theories . . . Both of 
these standards of tax justice would place 
the costs of government upon those who 
benefit from public services, and the origins 
of the theories may be traced back to the 
ancient tax systems. For an appraisal of 
the theories in the light of tax justice and 
administrative feasibility, see Buehler, “The 
Cost and Benefit Theories,” Tax Law Review, 
November, 1949. 
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STATE COURTS 


Apportionment of taxes: Absence of di- 
rection from decedent.—The federal estate 
taxes levied on an inter-vivos trust are pay- 
able out of the decedents residuary estate, 
in the absence of an apportionment statute 
in New Jersey and of a clear direction from 
the decedent that taxes should be appor- 
tioned.—N. J. Brauberger et al. v. Sheridan, 
et al. Brauberger et al. v. Riley et al., CCH 
INHERITANCE EsTATE AND Girt TAX REpoRTS 
q 17,146. 


Liability for inheritance tax: No direction 
as to payment.—The decedent’s executor 
paid inheritance taxes levied against jointly 
held property and against a life interest in 
an inter-vivos trust. The decedent gave no 
directions as to the payment of taxes. The 
court held that the surviving joint tenant 
and the life beneficiary are liable to the 
executor for the share of the inheritance 
taxes attributable to the transfers to each 
of them. The taxes on the transfers of 
jointly held property, with interest, are pay- 
able out of the income from such property. 
The tax on the life interest in the trust, 
with interest, is payable out of the corpus. 
The reimbursement of interest is directed 
at the rate charged by the state to the date 
of payment to the state and, for the period 
between the date of payment and the date of 
reimbursement, at the rate of three per cent. 
—N. J. The First National Bank of Jersey 
City, Executor and Trustee under the Last 
Will and Testament of William J. Arlitz, 
Plaintiff v. Graham B. Arlitz, et al., Defend- 
ants, CCH INHERITANCE ESTATE AND GIFT 
Tax Reports { 17,155. 


Liability for tax: Apportionment of tax: 
Penalty interest: Federal estate tax.—A tes- 
tamentary direction to pay death taxes which 
may be assessed “against my estate or the 


Interpretations 


gifts, legacies, devises, bequests and trust 
hereinbefore set forth” out of the testator’s 
residuary estate is a direction against ap- 
portionment of taxes with respect to both 
testamentary gifts and to property included 
in the taxable estate which passed outside 
the will. Income earned upon that portion 
of tax principal at average rate of return is 
applicable to the payment of penalty interest 
with respect to federal estate tax on a testa- 
mentary trust, and any deficiency in the 
payment of penalty interest is payable out 
of the trust principal—N. Y. Matter of 
James G. Harbord, Deceased, CCH INHERIT- 
ANCE EstTATE AND Girt TAX Reports { 17,118. 


New York exemptions: Requirement of 
indefeasible vesting.—The decedent’s bequest 
to his widow of a life interest in his estate 
with privilege of invasion of the principal 
was not absolute and unrestricted, where 
he bequeathed the remainder interest to his 
son. Therefore, the widow is not entitled to 
the $20,000 exemption provided under New 
York law for “indefeasibly vested” rights.— 
N. Y. Estate of Horace W. Ingraham, CCH 
INHERITANCE ESTATE AND Girt TAX REPORTS 
417,122. 


Property subject to tax: Agreement to de- 
vise property.—The decedent agreed to de- 
vise property from her blood relatives for 
the benefit of the obligee, in consideration 
that the obligee refrain from claiming that 
she was the daughter of the decedent, and re- 
lease all rights based on such claims. The 
agreement is held to constitute a promise 
to make certain testamentary provisions, the 
breach of which would create a right to 
enforce the obligation, but would not make 
creditors out of the beneficiaries. There- 
fore, the property is not released from the pay- 
ment of estate taxes —N. Y. Matter of Mary 
Martha Taylor, Deceased, CCH INHERIT- 
ANCE ESTATE AND Girt TAx Reports § 17,151. 
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Failure to make timely payment of taxes: 
Liability for penalty interest.—The deced- 
ent’s executor failed to make a timely pay- 
ment of estate taxes. The decedent died in 
1943. Although the executor had knowledge 
of certain trust instruments under which 
the decedent or her estate might receive 
benefits, at the expiration of the fifteen- 
month grace period for paying the federal 
estate tax, he did not know with certainty 
that the estate would ever receive any bene- 
fits therefrom. However, the executor failed 
to pay the taxes attributable to such bene- 
fits within ninety days after court decrees 
causing the property to be included in the 
estate became final. He also failed to pay 
the taxes attributable to a jointly held bank 
account within thirty days after being in- 
formed as to the existence of this account. 
He is surcharged, therefore, with the penalty 
interest assessed from the expiration of such 
time limits. However, he is credited with 
interest earned on the unpaid “tax principal”’ 
at the average rate earned by estate assets 
during the periods covered by the surcharged 
penalty interest.—Z/bid. 


Determination of tax: Finality as to pro- 
bate matters.—The Probate Court acts in a 
ministerial and not a judicial capacity in de- 
termining inheritance taxes. Parties are not, 
as a matter of right, entitled to a hearing 
under Sections 20-135 to 20-137, which per- 
tain to the filing of the appraiser’s report 
and notice of determination of value and 
provide for reappraisement. Orders made 
thereunder are not res judicata as to the mat- 
ters contained therein when such matters 
arise in other phases of probate of the de- 
cedent’s estate—Ore. Pape et al. v. Title 
and Trust Company, a Corporation, and George 
Neuner, Attorney General of the State of Ore- 
gon, CCH INHERITANCE ESTATE AND GIFT 
Tax Reports { 17,129. 2 


Liability for tax: Apportionment.—The 
decedent’s sons were given a ten-year option 
to buy certain stock, owned by the decedent, 
at a specified price (which was considerably 
less than the actual value). The amount 
realized was to be distributed to certain 
charities in specified proportions “after de- 
duction of proper charges and expenses ap- 
plicable thereto.” A life insurance trust 
created by the decedent, the income of which 
was payable to the decedent’s widow, like- 
wise carried this provision as to charges and 
expenses, The estate taxes accruing on the 
stock sale were payable out of the fund dis- 
tributable to the charities and those accru- 
ing on the insurance trust were payable out 
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of the corpus of the trust. 
created six inter-vivos trusts, each of which 
gave an income for life or years to the speci- 
fied beneficiaries. The estate tax liability on 
these trusts was chargeable proportionately 


The decedent 


to the corpora of the trusts. The widow 
and sons were liable for their proportionate 
share of the estate tax on certain real estate 
held by the entireties and insurance proceeds 
payable to them, which had been included 
in the net taxable estate—Pa. Mack Estate, 
CCH INHERITANCE EsTATE AND Girt TAx 
Reports § 17,131. 


Election to take against will: Application 
of federal marital deduction.—The decedent’s 
widow elected to take against his will and 
thereby became entitled to a one-third inter- 
est in his net estate. This amount is com- 
puted before deduction of the federal estate 
taxes and is allowed as a marital deduction 
for federal estate tax purposes. Under the 
Revenue Act of 1948, transfers to a surviv- 
ing spouse are deductible for federal estate 
tax purposes in ‘an amount up to fifty per 
cent of the adjusted gross estate, as defined 
by federal law. Since the widow’s interest, 
here, is not subject to federal estate tax, she 
is not liable for her proportionate share of 
such tax under the Pennsylvania apportion- 
ment act.—Pa. Estate of Marriott C. Morris, 
Deceased, CCH INHERITANCE ESTATE AND 
Girt Tax Reports { 17,125. 


Deductions: Pennsylvania executors’ com- 
missions: In excess of “fair compensation.” 
—Executors’ commissions, to the extent 
that they represent “fair compensation,” are 
deductible for inheritance tax purposes, with 
the excess subject to tax.—Pa. Estate of 
Emma G. Yeager, CCH INHERITANCE EsTATE 
AND Girt TAx REports { 17,116. 


Temporary investments in exempt se- 
curities: Avoidance of property taxes.—It 
is not fraudulent or improper for a taxpayer, 
in order to avoid payment of the Tennessee 
property tax, to buy nontaxable federal se- 
curities immediately before the tax date and 
then reconvert them into cash after the 
assessment date. The Tennessee court 
agreed with the Missouri Supreme Court, 
in St. Louis Union Trust Company v. Hoehn, 
CCH Missourt Tax CAseEs REports { 24-002, 
that the rightful owner of nontaxable prop- 
erty may avoid, although he has no right to 
evade, payment of taxes.—Tenn. American 
Trust & Banking Company v. Richardson, 
Trustee, et al, CCH Tennessee Tax Cases 
Reports { 24-046. 
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Investment Income Included 
for Purposes of Ascertaining 
Business Loss 


A Canadian company which had operated 
at a loss for several years claimed a “business 
loss” deduction from income. The company 
also had received income in the form of non- 
taxable dividends which the Minister con- 
tended offset the losses. The company 
contended that “business loss” should be 
ascertained on the basis of operating profits 
only. Although the dividends were not tax- 
able, they were, nevertheless, income and 
were to be taken into consideration for the 
purpose of ascertaining whether or not a 
loss had been sustained.—Corneil Limited v. 
Minister of National Revenue, CCH CANADIAN 
Tax Reports { 86-036. 


Voluntary Payment for Services 
Is Taxable 


A taxpayer was chairman of a share- 
holder’s committee formed to protect the 
interest of the shareholders in the course of 
the reorganization of a company. Under 
the terms of a court order, the committee’s 
expenses, including attorney’s fees, were 
payable by the company, but committee 
members were not to receive remuneration 
for their services. The chairman appointed 
B as counsel, who was awarded $20,000 in 
fees. Pursuant to an understanding, B as- 
signed $14,000 of this sum to taxpayer for 
his services as chairman. He received $7,000 of 
this amount in 1947 and the remainder in 1948. 


The Income Tax Appeal Board ruled 
against the chairman’s contention that the 
$7,000 was a gift rather than income. The 
Board held that a voluntary payment in 
virtue of an office is profit of the office and 
taxable income.—Goldman v. Minister of Na- 
tional Revenue, CCH CANADIAN Tax REPORTS 
7 86-035. 


Canadian Tax Letter 





Deductibility of Annuity Payable 
Out of Business Profits 


A father and his two sons were partners 
in a business, the father owning a half in- 
terest and the brothers a quarter interest 
each. Under the terms of his will, the 
father’s interest in the business was ap- 
portioned one half to his daughter and one 
quarter to each of his sons. The daughter 
was also left an annuity out of the profits of 
the business. The daughter and one brother 
were made executors of the estate. 


The brothers deducted the annuity pay- 
ments as a distribution of net profits from 
the business. The Minister of Revenue dis- 
allowed the deduction and also assessed the 
daughter on her annuity as taxable income. 
Her brothers then claimed as a deduction 
from their share of the business profits one 
half and one quarter of the annuity pay- 
ments, respectively, in proportion to their 
inheritance under the will. This deduction 
was disallowed also. 


The Board, allowing the appeal, held that 
when an annuity is payable out of the profits 
of a business carried on by executors who 
are also beneficiaries of an estate, the exe- 
cutors are entitled to deduct the amount 
paid out on the annuity. However, they are 
taxable as beneficiaries on the income from 
their share of the profits less the propor- 
tionate share of the annuity. —Mr. F. v. 
Minister of National Revenue, CCH CANADIAN 
Tax Reports {§ 86-028, CCH Dominion 
Tax CASEs § 1-046. 


Allowance of Depreciation 
on Arbitrary Assessment 


A partner in a taxicab business appealed 
from an arbitrary income tax assessment 
levied by the Minister of National Revenue. 
She had not claimed depreciation, and none 
was allowed. (Under Section 47 of the In- 
come War Tax Act, returns are not binding 
on the Minister, and he is authorized to de- 
termine the amount of tax to be paid by any 
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person.) On an arbitrary assessment, the 
Minister should allow depreciation, even 
though not claimed, if other taxpayers in 
competition with the appellant are allowed 
depreciation. The case was returned to the 
Minister for reassessment.—McNeil v. Minis- 
ter of National Revenue, CCH CANADIAN 
TAx Reports { 86-034. 


Expenses Deductible 
from Partnership Income Only 


An individual partner, in computing his 
income, is not entitled to deduct certain ex- 
penses from his share of partnership profits. 
Expenses claimed to be made in the process 
of earning partnership income are deductible 
from partnership income only, and not from 
an individual partner’s income derived from 
his share of the net profit—Mr. I. v. Minister 
of National Revente, CCH CANaApIAN Tax 
Reports { 86-033. 


had given up his stock in the company 
with the stipulation that the corporation 
pay his widow $350 a month for life. The 
Bureau ruled that there was no pension 
plan as such in effect and that the amount 
was not “reasonable compensation.” (Freder- 
ick Pfeifer Commissioner, CCH Dec. 
17,584, 14 TC —, No. 71.) 


Uv. 


“Bring a Friend”’ 


A witness summoned to give testimony 
before a special agent of the Bureau of 
Internal Revenue is entitled to demand 
that his attorney be present, under the pro- 
vision of Section 6(a) of the Administra- 
tive Procedure Act. (U. S. v. Smith, 50-1 
uste § 9205 (DC Conn.).) 


All in the Family 


The intent to create a family partner- 
ship did not exist where the wife’s contribu- 
tion to the husband’s business consisted of 
an interest in the business received as a gift 
from the husband. (Anderson, CCH Dec. 
17,604(M).) 


The contribution of a taxpayer’s wife to 
his handbag manufacturing business was 
construed as a loan on which he could 


Wife Taxable on Dividend Received 
by Husband 


A wife was assessed on income received 
in the form of a dividend from a company 
in which her husband was the principal 
shareholder. Under the provisions of Sec- 
tion 32(2) of the Income War Tax Act, if 
a husband transfers property to his wife, 
or vice versa, the husband or wife, as the 
case may be, is taxable on the income 
derived from the property. Since the hus- 
band acquired the stock with funds advanced 
by his wife, the dividends received by him 
were considered received by his wife. The 
transaction could not be considered a loan 
because the husband had not given a note 
or guarantee, and there were no arrange- 
ments for repayment or interest.—Blumenthal 
v. Minister of National Revenue, CCH Cana- 
DIAN TAX REpoRTs { 86-032, CCH DOMINION 
Tax CAsEs ¥ 1-052. 
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deduct interest, thereby denying recognition 
of the wife as a bona-fide partner. (Som- 
mers, CCH Dec. 17,605(M).) 

A taxpayer’s daughter did not in any 
way participate in the earning of income 
by a ranching partnership. Income allegedly 
received from such business by the tax- 
payer’s daughter was taxable to him in its 
entirety. (Alexander, CCH Dec. 17,613(M).) 


Crime and Punishment 


When a taxpayer understated his income 
by almost 100 per cent, the fifty per cent 
fraud penalty and the six per cent penalty 
for underestimation of tax were imposed. 

. and his books and records being inade- 
quate, income was properly reconstructed on 
the “increase in net worth” basis. (Wall, 


Sr., CCH Dec. 17,607(M).) 


Statute of Limitations 


A claim for Section 722 relief, due on a 
Saturday (a day when the Bureau of In- 
ternal Revenue is closed), mailed on Friday, 
but received on Monday, was not timely 
filed. (Pleasant Valley Wine Company, CCH 
Dec. 17,567.) 
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| State Tax Calendar 


ALABAMA 





July 1 
Automobile dealers’ report due. 


July 10—— 

Alcoholic beverage report and tax of 
public service licensees due. 

Alcoholic beverage report of wholesalers 
and distributors due. 

Automobile dealers’ report due. 

Tobacco stamp and use tax report and 
payment due. 

Tobacco wholesalers’ and jobbers’ report 
due, 


July 15—— 

Carriers’, warehouses’ and transporters’ 
gasoline tax report due. 

Carriers’, warehouses’ and transporters’ 
lubricating oils tax report due. 

Motor carriers’ mileage report and tax 
due. 

Oil and gas conservation tax report and 
payment due. 

Oil and gas production tax report and 
payment due. 


July 20—— 

Automobile dealers’ report due. 

Carbonic acid gas report and payment 
due. 

Coal and iron ore mining tax report and 
payment due. 

Diesel fuel tax report and payment due. 

Gasoline tax report and payment due. 

Lubricating oils tax report and payment 
due. 

Motor fuel tax report and payment due. 

Sales tax report and payment due. 

Use tax report and payment due. 


july 30—— 
Forest products severance tax report and 
payment due. 


ARIZONA 
July 5—— 
Alcoholic beverages licensees’ report due. 


July 10— 
Wholesalers of malt, vinous and spiritu- 
ous liquors, report and payment due. 


State Tax Calendar 


1950 JULY 


SUN MON TUE WED THU FRI SAT 














«<n «Cr «CP CM EM «DH 1 


234567 8 
9 1011 1213 1415 
1617 18 19 20 21 22 
24 2% 25 26 27 28 29 


July 15—— 
Gross income report and payment due. 
Phoenix business privilege tax report and 
payment due. 


July 20—— 
Motor carriers’ report and tax due. 
Use fuel tax report and payment due. 


July 23——__— 
Motor vehicle fuel distributors’, whole- 
salers’ and carriers’ report and payment 
due. 


ARKANSAS 





july 1 
Cigarette dealers’ permit renewal due. 


First Monday—— 
Bank share tax report due. 


July 10—— 
Alcoholic beverages report due. 
Motor fuel carriers’ report due. 
Statement of purchases of natural re- 
sources due. 


July 15—— 
Compensating (use) tax report and pay- 
ment due. 


Third Monday. 
Bank share tax installment due. 
Property tax installment due (last day). 


July 20—— 
Gross receipts tax report and payment 
due. 
Use fuel tax report and payment due. 


July 25—— 
Motor fuel tax report and payment due. 
Natural resources severance tax report 
and payment due. 


July 31 
Public utility gross earnings report due. 








CALIFORNIA 
July 1 
Common carriers’ distilled spirits tax re- 
port and payment due. 
Gasoline tax report and payment due. 
Public utilities transmitting money, tax 
due. 
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July 15— 

Beer and wine report and tax due. 

Common carriers’ report of alcoholic 
beverages imported due. 

Distilled spirits report and tax due, 
Motor carriers of property for hire, gross 
receipts tax report and payment due. 
Off-sale general liquor licensees’ quarterly 

report due (last day). 
Use fuel tax report and payment due. 


July 20— 
Motor carriers’ gross receipts report and 
tax due. 


July 31—— 
Sales tax report and payment due. 
San Francisco purchase and use tax re- 
turn and payment due. 
Use tax report and payment due. 


COLORADO 

July 5— 

Alcoholic beverage manufacturers’ report 

due. 

Motor carriers’ tax due. 
July 10—— 

Motor carriers’ report due. 
July 14— 


Sales tax report and payment due. 
Use tax report and payment due. 


July 15— 
Coal mine owners’ report due. 
Coal tonnage tax and report due. 
Denver sales tax report and payment due. 
Income tax second installment due. 


July 25—— 

Diesel fuel tax report and payment due. 
Gasoline tax report and payment due, 
July 31 

Property tax second installment due. 





CONNECTICUT 
July 15—— 

Cable, car, express, telegraph, telephone, 
electric, gas power and water com- 
panies’ tax due. 

Gasoline use tax report and payment due. 


July 20—— 
Alcoholic beverage tax return and pay- 
ment due. 
July 25— ° 
Gasoline tax report and payment due. 
July 30—— 
Sales and use tax return and - payment 
due. 
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DELAWARE 
July 1 
Cigar and cigarette wholesaler and re- 
tailer permits expire. 
Express companies’ tax due. 
Franchise tax due. 
Railroad tax installment due. 
Telegraph and telephone tax due. 


July 10—— 
Bank share report due. 


July 15— 
Filling stations’ gasoline tax report due. 
Manufacturers and importers of alcoholic 
beverages, report due. 


July 30—— 
Distributors’ gasoline tax report and pay- 
ment and carriers’ report due. 
Income tax second installment due. 


July 31 
Income tax withholding report and pay- 
ment due. 








DISTRICT OF COLUMBIA 


July 10—— 
Licensed manufacturers and wholesalers 
of beer, report due. 
Licensed manufacturers, wholesalers or 
retailers of alcoholic beverages, report 
due. 


July 15—— 
Beer tax due. 
July 20—— 
Sales and use tax report and payment 
due. 
july 25—— 
Gasoline tax report and payment due. 
July 31 


Personal property tax return due (last 
day). 





FLORIDA 
July 1— 
Auto transportation companies’ 
and tax due. 
Chain store license tax and report due. 
Franchise tax report and payment due. 


July 10—— 
Manufacturers’ and dealers’ alcoholic bev- 
erages report and tax due. 


July 15—— 
Dealers’, importers’ and carriers’ gasoline 
report due. 
Gasoline use tax and report and gasoline 
nondistributors’ and carriers’ report due. 


report 
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Motor vehicle fuel use tax report and 
payment due. 

Transporters’ and carriers’ alcoholic bev- 

erages report due. 


July 25—— 
Gasoline sales tax and storage tax report 
and payment due. 
Oil and gas production tax report and 
payment due. 
Sales, use, rental and admissions taxes 
and reports due. 


GEORGIA 
July 10— 
Cigar and cigarette wholesale dealers’ 
report due. 
Distilled spirits wholesale dealers’ report 
due. 
Motor carriers’ report due. 


July 15— 
Malt beverage tax report due. 


July 20—— 
Gasoline tax report and payment due. 


IDAHO 
July 15—— 

Beer dealers’, brewers’ and wholesalers’ 
report due. 

Cigarette wholesalers’ drop shipment re- 
port due. 

Electric power companies’ report and 
tax due. 

Gasoline tax report and payment due. 


July 25—— 
Gasoline dealers’ report and payment due. 
Use fuel tax report and payment due. 





ILLINOIS 
July 1 
Insurance gross premiums tax due. 
July 10— 


Motor carriers’ mileage tax report and 

payment due. 
July 15— 

Alcoholic beverage tax report due. 

Cigarette tax return due. 

Public utilities’ tax report and payment 
due. 

Sales tax report and payment due. 


July 20—— 
Gasoline tax report and payment due. 


July 30—— 
Transporters’ gasoline report due. 


July 31 
Franchise tax due (last day). 
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INDIANA 
july 1—— 
Alcoholic vinous beverage tax due. 
Motor carriers’ registration fee due. 
Navigation companies’ property tax re- 
turn and payment due. 


July 10—— 
Cigarette distributors’ interstate business 
report due. 


July 15—— 
Alcoholic vinous beverage tax due. 
Cigarette distributors’ drop shipment re- 
port due. 
Use fuel tax report and payment due. 


July 20—— 
Bank and trust companies’ intangibles 
tax report due. 
Bank and trust companies’ share tax re- 
port and payment due. 
Building and loan associations’ intangi- 
bles tax report and payment due. 


July 25—— 
Distributors’ and carriers’ gasoline tax 
report and payment due. 
Fuel dealers’ use fuel tax report and 
payment due. 


July 30— 
Corporation report due (last day). 
july 31 
Gross income tax report and payment 
due. 





IOWA 
July 1—— 
Chain store license tax due. 
Motor carriers’ additional tax due. 
Stock transfer report due. 


July 10—— 
Carriers’ gasoline tax report and pay- 
ment due. 
Class “A” permittees’ beer tax report and 
payment due. 


July 20—— 
Gasoline tax report and payment due. 
Sales tax report and payment due. 
Use tax report and payment due. 


KANSAS 
July 10— 
Malt beverage report due. 
July 15— 


Alcoholic liquor manufacturer’s and dis- 
tributor’s reports due. 

Carriers’ gasoline and fuel use tax report 
due. 
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Compensating tax report and payment 
due. 

Motor carriers’ gross ton mileage tax 
report and payment due. 


July 20—— 
Alcoholic liquor retailer’s report and pay- 
ment due. 
Sales tax report and payment due. 
Use fuel report and payment due. 


July 25—— 
Gasoline tax report and payment due. 


KENTUCKY 

July 1 

Public service commission 
fee due. 


July 10—— 
Distilled liquor blenders’. and rectifiers’ 
tax due. 


July 15—— 
Alcoholic beverage report due. 
Income tax second installment due. 
Passenger carriers’ mileage tax due. 
Transporters’ fuel use tax report and 
payment due. 


July 20—— 
Cigarette wholesalers’ report due. 
Oil production tax report and payment 
due. 


July 31 
Amusement and 
and tax due. 
Dealers’ and transporters’ gasoline tax 

report and payment due. 
Louisville income tax withholding agents’ 
payment due. 

Public utilities’ gross receipts tax report 
and payment due. : 
Refiners’ and importers’ gasoline tax re- 

port due. 
Users’ motor vehicle fuel tax report and 
payment due. 





maintenance 





entertainment report 


LOUISIANA 





july 1 
Soft drinks tax report due. 
Tobacco tax report due. 


July 10—— 
Importers’ beer report due. 
Importers’ gasoline tax due. 
Importers’ kerosene tax report, due. 
Importers’ lubricating oils report due. 


July 15—— 
Carriers’ beer report due. 
Carriers’ gasoline tax report due. 
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Carriers’ kerosene tax report due. 
Carriers’ lubricating oils report. due. 
Intoxicating liquor report due. 

Soft drinks tax report due. 
Tobacco tax report due. 


July 20—— 

Beer wholesale dealers’ tax report and 
payment due. 

Fuel use tax report and payment due. 

Gasoline tax report and payment due. 

Kerosene tax report and payment due. 

Lubricating oils tax report and payment 
due. 

New Orleans sales and use tax report 
and payment due. 

Sales and use tax report and payment 
due. 


July 30—— 

Carriers’ quarterly report and payment 
due. 

Gas gathering tax report and payment 
due. 

Natural resources severance tax report 
and payment due. 

Petroleum products report and tax due. 

Public utility and pipe line report due. 











MAINE 
july 1 
Bank share tax due. 
July 10 
Manufacturers and wholesalers of malt 
beverages, report due. 
July 25—— 
Use fuel tax report and payment due. 
July 31 


Cigarette and tobacco distributor, whole- 
saler and unclassified importer licenses 
expire. 

Gasoline tax report and payment due. 

Road tax report and payment due. 


MARYLAND 
July 10—— 
Admissions tax payment due. 
Beer tax report and payment due. 


July 15—— 
Income tax second installment due. 
Sales and use tax report and payment due. 


July 30-— 
Purchasers of cargo lots of motor fuel, 
report due. 


july 31 





Gasoline tax report and payment due. 
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July 1 


MASSACHUSETTS 





Insurance companies’ premium tax due 
(last day). 

Real property tax due. 

Tobacco license fee due. 


July 10—— 
Alcoholic beverage excise tax report and 
payment due. 
Meals excise tax report and payment due. 


July 20—— 
Tobacco tax report 


July 31 


Motor fuel tax report and payment due. 


and payment due. 





MICHIGAN 
July 5—— 
Carriers’ gasoline statement due. 
July 10— 


Common and contract carriers’ report 
and fee due. 


July 15 
Sales tax report and payment due. 
Use tax report and payment due. 


July 20—— 

Cigarette tax report and payment due. 

Diesel fuel users’ report and payment due. 

Distributors’ gasoline tax report and pay- 
ment due. 

Fuel sold for use on vessels, tax due. 

Gas and oil severance tax report and 
payment due (last day). 





MINNESOTA 
July 10—— 
Wholesalers’, brewers’ and manufacturers’ 
alcoholic beverage report due. 


July 15—— 


Interstate motor carriers’ mileage tax due. 


July 20—— 
Cigarette tax and report due. 


July 23 
Distributors’ gasoline tax report and pay- 
ment due. 
Special use fuel tax report and payment 
due. 
Tractor fuel sellers’ report due. 





MISSISSIPPI 
July 5—— 
Factories’ report due. 
July 10—— 


Admissions tax report and payment due. 


State Tax Calendar 


July 15—— 


Alcoholic beverage wholesalers’, distribu- 
tors’, retailers’ and common carriers’ 
report due. 

Carriers’ gasoline tax report due. 

Compensating (use) tax report and pay- 
ment due. 

Franchise tax report and payment due. 

Liquefied petroleum equipment manufac- 
turers’, dealers’ and jobbers’ report of 
sales due. 

Manufacturers, distributors and whole- 
salers of tobacco, report due. 

Occupation (sales) tax and report due. 

Timber severance tax and report due. 


July 20—— 
Gasoline and oil distributors’ report and 
payment due. 
Motor vehicle dealers’ and agents’ report 
of receipts and sales of vehicles due. 


July 25—— 
Gas severance tax report and payment due. 
Oil and Gas Board maintenance charge 
due. 
Oil severance tax report and payment due. 





July 31 
Factories’ annual report due. 


MISSOURI 





july 1 
St. Louis employers’ quarterly withhold- 
ing tax report and payment due. 





First Monday: 


St. Louis merchants’ and manufacturers’ 
ad valorem license tax return due (last 
day). 

July 5—— 

Nonintoxicating beer permittees’ report 

due. 
July 10—— 


Oil inspection tax réport and payment due. 
Receivers of petroleum products, report 
due. 


July 15 
Alcoholic beverage sales report due. 
Retail sales tax report and payment due. 





July 25—— 
Use fuel tax report and payment due. 


july 31 
Gasoline distributors’ report and payment 
due. 
Soft drinks manufacturers’ 
payment due. 





report and 
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MONTANA 

july 1 
Moving-picture 
and tax due. 


July 15—— 
Brewers, wholesalers and transporters of 
beer, report and payment due. 
Carriers’ gasoline tax report due. 
Crude petroleum producers’ report due. 
Electric companies’ report and tax due. 
Gasoline tax report and payment due. 
Motor carriers’ additional fee due. 
Motor carriers’ annual fee due. 





theatre licenses issued 


July 30—— 

Carbon black producers’ license tax re- 
port and payment due. 

Cement producers’ and dealers’ tax report 
and payment due. 

Coal mine operators’ tax report and pay- 
payment due. 

Oil producers’ license tax report and pay- 
ment due. 

Telegraph and natural gas companies’ tax 
and report due. 


NEBRASKA 
july 1 
Domestic corporations’ occupational tax 
report and payment due. 
Personal property tax second installment 
due. 





July 10— 
Cigarette distributors’ report due. 


july 15— 
Alcoholic beverage manufacturers’ 
wholesale distributors’ report due. 
Carriers’ gasoline tax report due. 
Gasoline tax report and payment due. 


and 


july 31 
Foreign corporations’ occupational tax 
and report due (last day). 





NEVADA 





July 1 


Corporation report due. 


First Monday—— 
Electric light, heat and power, gas, 
street railways, telegraph, telephone and 
water companies’ tax due. 


July 10—— 
Liquor report by out-of-state vendors 
due. 
Property tax return due (last day). 
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July 13—— 
Toll roads and bridges quarterly tax 
and report due. 


July 15— 
Carriers’ gasoline tax report due. 
Manufacturers’ and importers’ alcoholic 
beverage report due. 





July 25—— 
Dealers’ gasoline tax report and pay- 
ment due. 
Fuel users’ tax report and payment due. 
July 31 


Mines’ net proceeds tax report due. 


NEW HAMPSHIRE 
July 1 
Public utilities’ property report due. 
July 10—— 

Manufacturers’, wholesalers’ and importers’ 
alcoholic beverage report due; whole- 
salers’ payment due. 

July 15—— 
Use fuel tax report and payment due. 
July 31 


Motor fuel report and tax due. 








NEW JERSEY 
July 10—— 
Busses (interstate) report and excise tax 
due. 
Jitneys (municipal) gross receipts report 
and tax due. 


July 20—. 
Alcoholic beverages retail consumption | 
and retail distribution licensees’ report | 
and tax due. 
Cigarette distributors’ 
payment due. 


July 25—— 
Busses (municipal) gross receipts report 
and tax due. 
July 30—— 
Carriers’ gasoline tax report due. 
July 31 


Distributors’ 
ment due. 


tax report and 





gasoline report and pay- 


NEW MEXICO 

july 1 

Merchants’ license tax second semiannual 
or third quarterly installment due. 
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July 15— 





Income tax due. . 

Occupational gross income tax report 
and payment due. 

Oil and gas conservation report due. 


Severance tax and report due. 
July 20—— 
Electric, gas, water and steam com- 


panies’ inspection fee due. 
Motor carriers’ report and tax due. 
Pipe line operators’ license tax due. 


July 25— 
Gasoline tax report and payment due. 
Use or compensating report and payment 


due. 
July 30— 
Oil and gas well production tax report 
due. 
NEW YORK 
July 1 





Village property tax due (last day). 


July 15— 
New York City occupancy tax return and 
payment due. 
Personal income tax return second in- 
stallment due. 


July 20—— 
Alcoholic beverage tax and report due. 
New York City occupancy tax and re- 
port on room rental in hotels, apartment 
hotels and rooming houses due. 
New York City sales and use tax return 
and payment due. 


July 25— 
Conduit companies’ tax and report due. 
New York City conduit companies’ tax 
and report due. 
New York City public utility excise re- 
turn and payment due. 


July 31 
Gasoline tax report and payment due. 





NORTH CAROLINA 
July 10— 
Carriers’ gasoline tax report and payment 
due. 
Distributors and bottlers of unfortified 
wines, report and payment due. 
Railroads’ alcoholic beverage report due. 


July 15—— 
Sales tax report and payment due. 
Spirituous liquor tax due. 
Use tax report and payment due. 


State Tax Calendar 


July 20— 
Distributors’ gasoline tax report and pay- 
ment due. 
Use fuel tax report and payment due. 
July 30—— 


Electric light, power, street railway, gas, 
water, sewerage and telephone com- 
panies’ report and tax due. 

July 31 
Franchise tax report and payment due. 
Lightning rod dealers’ and manufacturers’ 

report and payment due. 





NORTH DAKOTA 
July 1 
Oleomargarine license fees due (biennial 
requirement). 
Railroad and telephone company property 
tax report due. 


July 10— 
Cigarette distributors’ report due. 
July 15—— 
Beer tax report and payment due. 
Gasoline tax report and payment due. 
Interstate motor carriers’ tax due. 
July 20—— 
Sales tax report and payment due. 
Use tax report and payment due. 
July 25—— 


Use fuel tax report and payment due. 





OHIO 
July 10—— 
Cigarette wholesalers’ report due. 
Classes “A” and “B” permittees’ alcoholic 
beverage report due. 


July 15—— 
Cigarette use tax and report due. 
Franchise tax due. 
Private motor carriers’ tax due. 
Public motor carriers’ tax due. 
Use tax report and payment due. 


July 20—— 

Bank share tax due. 

Dealers’ gasoline tax report due. 

Domestic insurance companies’ premiums 
tax due. 

Intercounty corporations, dealers in in- 
tangibles and public utilities, intangibles 
tax due. 


July 30—— 
Carriers’ gasoline tax report due. 
Gasoline tax due. 
Supplemental sales tax report and pay- 
ment due. 
Toledo employers’ annual withholding re- 
turn due. 
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OKLAHOMA 


July 5—— 
Operators’ report of mines other than 
coal due. 


July 10—— 
Airports’ gross receipts report and tax 
due. 
Alcoholic beverage report and payment 
due. , 
Cigarette wholesalers’, retailers’ and vend- 
ing-machine owners’ report due. 


July 15—— 

Carriers’ mileage tax report and payment 
due. 

Dealers’, retailers’ and carriers’ gasoline 
tax report due. 

Sales tax report and payment due. 

Tobacco wholesalers’, jobbers’ and ware- 
housemen’s report due. 


July 20—— 

Carriers’ use fuel tax report due. 

Coal mine operators’ report due. 

Distributors’ gasoline and imported gaso- 
line purchasers’ tax report and pay- 
ment due. 

Rural electric cooperatives’ property tax 
return and payment due. 

Use fuel tax report and payment due. 

Use tax report and payment due. 


July 30—— 
Cotton manufacturers’ report and tax due. 


july 31 
Oil, gas and mineral gross production 
report and payment due. 





OREGON 





july 1 
Corporation license tax report due. 
Motor vehicle quarterly registration fee 

payment due. 
Reforestation tax payment due. 


July 15—— 
Excise (income) tax second installment 
due. 
Personal income tax second installment 
due. 


July 20—— 

Alcoholic beverage tax report and pay- 
ment due. 

Motor carrier report due if tax is paid 
as per Table A or B. 

Motor vehicle broker and forwarder pay- 
ment due. 

Use fuel tax report and payment due. 
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July 25—— 

Gasoline tax report and payment due. 
July 30—— 

Forest products severance tax report 


and remittance due. 

Oil production tax report and payment 
due. 

Withholding tax return and payment due. 


july 31 
Motor carrier payment due if 
paid as per Table A or B. 
Portland quarterly withholding tax col- 

lection payment due. 





tax is 


PENNSYLVANIA 
July 10—— 
Importers of spirituous and vinous liquors, 
report due. 
Malt beverage report due. 
Soft drinks tax report due. 


July 15—— 

Employers’ return of tax withheld at 
source under Philadelphia income tax 
due. 

Manufacturers’ alcholic beverage tax re- 
port and payment due. 


July 30—— 
Philadelphia income tax returns and pay- 
ments on wages and salaries not with- 
held at source due. 


July 31 
Gasoline tax report and payment due. 
Philadelphia personal property tax due. 
Use fuel tax report and payment due. 





RHODE ISLAND 
July 10—— 
Manufacturers’ alcoholic beverage report 
due. 


July 15—— 


Gasoline tax report and payment due. 


July 20—— 


Sales and use tax return and payment due. 


SOUTH CAROLINA 
July 1 
Alcoholic beverage wholesalers’ report of 
alcoholic beverages received due. 
Motor carriers’ tax installment due. 


July 10—— 
Admissions tax report and payment due. 
Alcoholic beverage wholesalers’ and re- 
tailers’ annual report and balance of 
third additional tax due. 
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Alcoholic beverage wholesalers’ and re- 
tailers’ report of alcoholic beverage sales 
and additional tax due. 

Power tax return and payment due (last 


day). 
July 20—— 
Dealers’ fuel oil report due. 
Gasoline tax report and payment due. 
Users of fuel oil, tax return and pay- 
ment due. 


SOUTH DAKOTA 
July 1 


Motor carriers of passengers, tax due. 


July 10—— 
Interstate motor carriers’ report and tax 
due. 


July 15—— 

Alcoholic beverage sales report due. 

Carriers’ and retail airplane fuel vendors’ 
gasoline tax report due. 

Carriers’ use fuel tax report due. 

Dealers’ gasoline tax due. 

Motor carriers of property, tax due. 

Occupational retail sales tax quarterly 
return and payment due. 

Use fuel tax report and payment due. 

Use tax quarterly return and payment due. 


July 20—— 
Passenger mileage tax due. 
July 30-—— 
Mineral products severance tax report 
and payment due. 


July 31 
Dealers’ gasoline tax report due. 








TENNESSEE 





July 1 
Corporation report and fee due. 
Excise (income) tax return, payment and 

information return due. 
Franchise tax report and payment due. 


July 10—— 
Alcoholic beverage report due (last day). 
Barrel tax on beer due. 
Carriers’ gasoline tax report due. 


July 15—— 
Carriers of use fuel, report due. 
Users of fuel, report due. 


July 20—— 
Distributors’ gasoline tax report and pay- 
ment due. 
Oil production tax report and payment 
due. 
Sales and use tax report and payment 
due. 
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TEXAS 
July 1 
Commercial and collection agencies’ tax 
report and payment due. 
Contract carriers’ occupation tax report 
and payment due. 
Public utilities’ tax report and payment 
due. 
Radio, cosmetic and playing-card tax re- 
port and payment due. 
Sulphur production tax report and pay- 
ment due. 
Textbook publishers’ tax report and pay- 
ment due. 


July 15—— 
Beer tax report and payment due. 
Oleomargarine dealers’ report and tax 
due. 





July 20—— 
Carriers’ motor fuel tax report due. 
Motor fuel tax report and payment due. 
Users of liquefied gas and liquid fuel, 
tax report and payment due. 


July 25—— 

Admissions tax report and payment due. 

Carbon black production tax report and 
payment due. 

Cement distributors’ tax report and pay- 
ment due. 

Natural gas production tax report and 
payment due. 

Prizes and awards of theaters, tax re- 
port and payment due. 


July 30—— 
Oil production tax report and payment 
due. 


UTAH 





July 1 

Motor vehicle dealers’ 
licenses expire. 

Public utility fee due. 


and salesmen’s 


July 10—— 
Carriers’ use fuel tax report due. 
Liquor licenses’ report due. 


July 15—— 
Sales tax return and payment due. 
Use fuel tax report and payment due. 
Use fuel return and payment due. 


July 25—— 
Carriers’ gasoline tax report due. 
Distributors’ and retailers’ gasoline tax 
report and payment due. 


July 31 
Employers’ report due. 
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VERMONT 
July 10— 
Alcoholic beverage tax report and pay- 
ment due. 
Property tax installment due. 
July 15—— 
Electric light and power companies’ re- 
port and tax due. 


July 31 
Gasoline tax report and payment due. 





VIRGINIA 

July 10— 

Beer dealers’, bottlers’ and manufacturers’ 

report due. 

Warehousemen’s tobacco tax due. 
July 15—— 

Motor carriers’ tax due. 
July 20—— 


Carriers’ gasoline tax report due. 
Dealers’ and resellers’ use fuel tax re- 
port due. 


July 30—— 
Forest products severance tax quarterly 
report and payment due. 


July 31 
Gasoline tax report and payment due. 
Motor carriers’ quarterly road tax and 

report due. 
Use fuel tax report and payment due. 





WASHINGTON 





july 1 
Foreign and domestic corporations’ license 
tax and report due. 


July 10—— 
Brewers and manufacturers 
products, report due. 


July 15— 

Auto transportation companies’ 
and payment due. 

Butter substitutes report and payment 
due. 

Gross 
due. 

Public utilities gross operating tax re- 
port and payment due. 

Sales tax report and payment due. 

Use tax report and payment due. 

Seattle occupation tax report and pay- 
ment due. 

Vancouver occupation tax 
payment due. 

Wholesalers’ cigarette drop shipment re- 
port due. 


July 20—— 
Use fuel tax report and payment due. 
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LIB 
July 25—— 


Carriers’ gasoline report due. 
Gasoline tax report and payment due. 


WEST VIRGINIA A 








July 1 . 
Domestic corporations’ license tax anie> 
report due. roe 






Motor vehicle and carrier registratioee. 
and fee due. 

Motor vehicle carrier 
license assessment due. 

Public utilities’ additional fee due. 


annual special 





= 
July 10—— 
Alcoholic beverage tax report and pay4 
ment due. 
July 15—— 
Cigarette use tax report and payment. 
due. 4 
Sales tax report and payment due. ' 
July 30— 
Beer dealers’ annual report due. s 
Gasoline tax report and payment due.) By 


Occupational gross income tax quarterly 
report and payment due. 


WISCONSIN 
July 1— 
Motor carriers’ flat tax due. 
Alcoholic beverage tax report due. 
Cigarette wholesalers’ and manufacturers’ 
report due. 
Electric cooperative association tax due. 
Oleomargarine tax report and payment 














due. 
July 15—— 
Motor truck registration and fee due. 
July 20—— 
Gasoline tax report and payment due/2 
July 31 
Real property tax semiannual installment |= 
due. 
WYOMING 
July 1 
License (franchise) tax report and pay- 
ment due. 
July 10— 
Carriers’ gasoline tax report due. 
July 15—— 


Dealers’ gasoline tax report due. 
Motor carriers’ report and tax due. 
Sales tax report and payment due. 
Use tax report and payment due. 
Wholesalers’ gasoline tax report and pay-! 
ment due. 








